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1. INTRODUCTION

The fiscal problems that have historically plagued lllinois are on full display in the FY2014 General Fund budget passed
by the lllinois General Assembly. The state’s accumulated deficit remains significant, and in all likelihood will be at least
$8 billion by the end of FY2014. Despite increases for some aspects of the General Fund budget, net spending on
services will be $173 million less in FY2014 than in FY2013. Meanwhile, as spending on service delivery continues to
decline, the annual cost of debt service continues to grow—specifically the debt owed to the state’s five public pension
systems.

All of these problems can be traced back to the state’s flawed tax policy, which creates inadequate revenue growth to
maintain service levels from one year to the next. This means that, even when services are held constant in real, inflation-
adjusted terms over time, deficits nonetheless materialize due to insufficient revenue growth. This makes it incredibly
difficult for lllinois to provide public services at the levels needed to meet the demographic needs of the state. But as
difficult as things are now, given current law on state tax policy, they are about to get much worse.

That is because the temporary tax increases passed as part of the Taxpayer Accountability and Budget Stabilization Act
of 2011 (PA 96-1496)* will begin to phase out in fiscal years 2015 and 2016. Unfortunately for lllinois, the additional
revenue being generated from those temporary tax increases are all that stand between state government and insolvency.
Consider that the accumulated deficit projected for the FY2014 General Fund will be at least $8 billion, even with the
revenue from the temporary tax increase. That means 32.5 percent of the $24.5 billion in scheduled spending on services
for FY2014 is in reality deficit spending. If lllinois did not have the revenue from the 2011 temporary tax increases over the
last three fiscal years, and spending were held constant, the state’s accumulated deficit in FY2014 would be $33 billion—
meaning the deficit would be $8.5 billion more than total service appropriations.

For too long, lllinois has tried to resolve its structural fiscal problems with temporary fixes, service cuts and irresponsible
practices—like borrowing against the pensions. All, predictably, to no avail. The FY2014 General Fund budget makes it
abundantly clear that the time for half measures has passed. To solve its structural problems Illinois must enact
comprehensive tax reform that simultaneously: (i) generates adequate new revenue to sustain investments in core
services over time; (ii) taxes citizens more fairly; and (iii) otherwise comports with the principles of sound taxation for a
modern economy.

2. FY2014 BUDGET HIGHLIGHTS

Following are some highlights of the FY2014 General Fund budget:

e Net spending on services under the FY2014 General Fund budget will be $173 million less in nominal dollars and
$878 billion less in real, inflation-adjusted dollars than in FY2013.

o Overall, the enacted FY2014 General Fund budget totals $35.7 billion in net appropriations, broken into
four major categories:

(i) $11.12 billion in non-discretionary spending on hard costs like debt service, statutory transfers out,
and pension payments;

(i)  $50 million dedicated to paying past due bills carried forward from FY2013 and that may arise in
FY2014;

(iii) $1.346 billion to cover the cost of Group Health Insurance provided to state employees and retirees;
and

(iv) $23.178 billion to cover primarily discretionary spending on services.
e The FY2014 General Fund budget continues the trend of implementing real spending cuts to core services that
dates back to FY2000.

o Inreal, inflation-adjusted terms, total spending on services in FY2014 will be either 23.7 percent (using
the Consumer Price Index) or 28 percent (using the Employment Cost Index) less than in FY2000.

o In fact, General Fund expenditures for services in FY2014 are $4.7 billion less in nominal dollars than
they were in FY2009, a mere five years ago.
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The General Fund will end FY2014 with an accumulated deficit that will range from $7.96 billion (based on House-
Resolution 389), to $8.33 billion (using COGFA’s revenue estimates). That means anywhere from 32.46 percent
to 33.95 percent of the scheduled spending on services in FY2014 will be deficit spending.

o

The projected General Fund deficit for FY2014 is significant, but it is also nothing new. According to the
lllinois Comptroller’s Office, lllinois has had a deficit in its General Fund for at least 23 consecutive fiscal
years, dating back to 1991 (the records do not cover years prior to that date).

The temporary tax increases passed in 2011 as part of the Taxpayer Accountability and Budget Stabilization Act
or “TABSA,” helped stabilize the state’s fiscal condition, and prevented billions of dollars in service cuts.

o

The state’s accumulated annual General Fund Budget deficit varied from $7.8 to $9.1 billion annually
from FY2011 through the projected deficit for FY2014, factoring in the revenue generated from the
temporary tax increases under TABSA.

Total net General Fund spending on services in FY2013—including all supplemental appropriations—was
$24.7 billion—or over $500 million less than the $25.2 billion accumulated General Fund deficit the state
would have had in FY2013 without the revenue generated from the temporary tax increases implemented
under TABSA.

Assuming General Fund spending on services remained as passed into law for FY2011-2013 and
remains as passed by the General Assembly for FY2014, the state’s accumulated, annual General Fund
budget deficit would have varied from $11.5 billion to $33 billion over the FY2011-FY2014 sequence,
without the revenue generated under TABSA.

Spending on services is not driving the state’s deficit problems.

o

o

Irrespective of the inflation metric used, the Consumer Price Index or Employment Cost Index, real
General Fund spending on services will be significantly less in FY2014 than in FY2000.

While spending on core services is trending down in real terms over time, the costs of repaying hard costs
like debt service—particularly debt owed to the pension systems—is trending up. Indeed, the FY2014
hard costs will be some $8.08 billion more than it was in FY2009, just five years ago.

Compared to the rest of the nation, lllinois is a very low spending and small government state.

@)

In calendar year 2012, lllinois had the fifth largest population, fifth highest overall state Gross Domestic
Product (GDP), and 12" highest state GDP per capita in the nation.

Despite that, in FY2012 lllinois ranked 28" in General Fund spending per capita, and 36" in General
Fund spending as a share of GDP.

In 2011, (the most recent year for which there is data) lllinois had the second lowest number of state
workers per 1,000 residents of all 50 states.

While much is made about the significant unfunded liability the state owes to its five pension systems, the primary
cause of that unfunded liability, and hence the fiscal strain it imposes on state resources, remains poorly
understood.

@)

lllinois incurred its pension debt, which now stands in excess of $95 billion, over decades, by diverting
what it owed to fund benefits to instead subsidize the cost of providing public services. Through this
process, the state effectively borrowed billions of dollars from the pension systems, using them like a
credit card. It is this borrowing—and more specifically the amortization schedule passed into law in 1995
that delineates how it is to be repaid—that is straining state resources.

The total pension contribution to all five systems identified in the FY2014 General Fund budget is $5.99
billion, a significant year-to-year increase of $875 million or 17 percent from FY2013 levels.

Of that total $5.99 billion contribution for FY2014, however, over 80 percent or $4.89 billion is the debt
service payment owed to the pensions to cover past borrowings. That means, the entire $875 million in
year-to-year increase in the state’s pension contribution called for in FY2014 is caused by debt service,
not benefits being earned. Over four out of every five dollars of the state’s pension contribution scheduled
for FY2014 constitute repayment of debt, rather than a contribution for the cost of funding benefits being
earned.
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o Benefits, on the other hand, are not the problem. Just $1.1 billion of the scheduled FY2014 General Fund

pension contribution is made up of the employer’s “normal cost” to for covering benefits being earned by
public sector workers.

e Public K-12 Education Funding in lllinois Remains Inadequate under Both the State’s Own and National
Standards.

o The nonpartisan Education Funding Advisory Board (EFAB) is required by law to recommend a
“Foundation Level” of per pupil spending that is sufficient to cover the cost of an adequate K-12
education. The Foundation Level is supposed to include most of the basic costs of educating a “non-at-
risk” child, that is, a child with a reasonable likelihood of academic success. The Foundation Level does
not include the cost of significant items, like transportation, special education, and educating children who
are English language learners or live in poverty.

o InFY2003, the state’s actual Foundation Level was $120 less per child than the EFAB recommendation
tied to the actual, base cost of educating a non-at-risk child. If the FY2014 Foundation Level is funded
fully (it won’t be, it will be prorated at 89 percent), the state’s actual Foundation Level will be at least
$2,553 less per child than the EFAB recommendation.

o Despite the significant portion of education funding local school districts have assumed, overall education
funding levels in lllinois remain low compared to national averages. According to the National Association
of State Budget Officers (NASBO), lllinois ranks 40th in per-capita education spending and this is despite
having the 17" highest per-capita income among the states. In order for lllinois to move up to being just
“average” in per-capita spending (a ranking of 25) among the states, the state appropriation for K-12
education—back in FY2008—would have had to have been $2.89 billion greater than it was. Rather than
increase funding for education, since FY2008 lllinois has cut it by $428.

o Despite the very large nominal and real cuts in state spending that have occurred over the last several years, and
assuming no real increases in spending on any core services, the state’s operating deficit will grow by nearly an
estimated $19 billion through FY2025, even if spending on services is kept constant in real, inflation-adjusted
terms.

o This is the impact of the state’s poorly designed tax system that fails to generate adequate yearly revenue
to maintain service levels from year-to-year, creating deficits even when real service levels remain
constant over time. This “structural deficit” is the primary cause of both the service spending cuts being
implemented over the last few years, as well as the historic borrowing against the pensions.

3. MAIN COMPONENTS OF THE FY2014 GENERAL FUND BUDGET AS
PASSED BY THE 98TH GENERAL ASSEMBLY

3.1 Paying Hard Costs and Setting General Fund Spending Priorities

Every General Fund budget consists of two primary elements. First, state government has numerous, mandatory
spending obligations it must account for every year over which decision makers have no discretion, like debt service
payments to bondholders. These obligations are referred to in this report as “Hard Costs” to differentiate them from
appropriations made for spending on the delivery of public services during a fiscal year over which elected officials
generally have at least some discretion. In the FY2014 General Fund budget, fully $11.12 billion, or 31 percent, of the
$36.2 billion in total, gross expenditures are for Hard Costs. Section 5 of this report has the full breakdown of the FY2014
budget, including a detailed description of all Hard Costs that must be paid.

After accounting for the nondiscretionary Hard Costs payable in FY2014, another $25.074 billion is allocated primarily to
discretionary spending, $50 million of which the General Assembly has dedicated to cover unpaid bills from FY2013 and
FY2014. This results in a total of $25.024 billion for the delivery of current services in FY2014. This spending is “primarily”
rather than “entirely” discretionary for a number of reasons. For instance, transfers of funds from the federal government
to lllinois are restricted, and can only be used for the specific program generating the transfer (like Medicaid). Moreover,
the state does have to operate certain facilities, like correctional facilities, or provide certain services, like the protection of
abused and neglected children, subject to court orders, which require specific staffing and funding minimums. Last, every
year an amount of the total, gross appropriations are left unspent. While the Governor’s Office of Management and
Budget (GOMB) provides an estimate of how much of total agency appropriations will be unspent, the distribution is not
provided. Therefore, in discussing the budgets for core services individually it is not possible to talk about net
appropriations.
3|Page
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Figure 1 provides a breakdown of how every $1 in revenue collected from taxpayers will be spent under the gross FY2014
General Fund budget. Note that Hard Costs are included with discretionary spending, and that the debt service owed to
the pension systems is separated out from the cost to the state of funding benefits being earned by current workers. The
pension contribution was separated in Figure 1 to provide a more accurate picture of how the unfunded liability is actually
creating pressure on the state’s fiscal system.

Figure 1
How Illinois Spends Each Dollar of Tax Revenue?
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Source: CTBA analysis of GOMB, FY 2014 Operating Budget Detail (March 6, 2013),
http://www2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx; and PA 98-34, PA 98-35, PA 98-17, PA 98-33, PA 98-27, PA 98-64, PA 98-50.

As you can see, for every $1 in taxes paid, approximately $0.31 goes to aspects of the budget the Governor and General
Assembly have little to no discretion over—Ilike pensions and debt service on bonds—while the remaining $0.69 is spent
on current year services. Out of that $0.69, $0.20 is spent on Healthcare, $0.17 on PreK-12 Education, $0.15 on Human
Services, and the remaining $0.17 will be spent on aspects of the budget like Public Safety, Higher Education,
Government Services, and Economic Development. Meanwhile, nearly $0.14 will go towards paying down the pension
debt.

3.2 The Impact of Budgeting for Results

“Budgeting for Results” or BFR, signed into law in FY2011 and fully implemented for the first time in FY2013, created a
new process for creating the state’s General Fund budget.3 In the past, lllinois—like most states—utilized a line-item,
incremental approach to budgeting from year-to-year. BFR changed that by employing a “results-based” budgeting
process for state-funded programs. So rather than just incrementally increase or decrease program funding levels from
year-to-year, BFR requires an analysis to be made of what outcomes are desired, and whether programs are achieving
those outcomes. Ongoing program spending is supposed to be predicated on the results of this analysis. BFR also
requires the Governor to prepare three-year General Fund revenue and spending projections, something that was not
previously required.

To make decisions under the BFR process about whether programs are generating the desired outcomes, the Governor
must report appropriations not just by department and agency, but also by category of services rendered. Updated in
FY2013, the Governor has identified the following seven service categories: Economic Development; Education;
Government Services; Healthcare; Human Services; Public Safety; and Quality of Natural, Cultural, and Environmental
Resources. Under the BFR process, programs are evaluated within the larger service categories, and aggregate
appropriations made to these large service categories are then divided among the programs based on their effectiveness
in achieving category goals.

Over the summer of 2012, working groups of community, business, and government stakeholders designed and defined
goals for each of the seven BFR service categories. The state also developed guidelines for data collection to measure
broad-based, long-term socioeconomic trends, outcome indicators for various state priorities, and individual program
effectiveness. Data collection under these guidelines was scheduled to begin in July 2013.
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3.3 Implications for FY2014 of Changes to the FY2013 Budget

In February, April, and May of 2013, lawmakers made various changes the FY2013 General Fund budget pursuant to
Public Act (PA) 98-1, PA 98-11, and PA 98-17, respectively. These changes to the final FY2013 budget have to be
accounted for, since they impact everything from the deficit actually carried forward into FY2014, to comparisons of
funding levels for services from year-to-year.

PA 98-1 increased the FY2013 General Fund service budget by a total of $603 million through several “supplemental”
appropriations. As the name implies, a “supplemental” appropriation is legislatively authorized spending that is in addition
to—i.e. supplements—the spending initially appropriated in an enacted budget. The supplemental appropriations in PA
98-1 covered several needs. First, the lion’s share of this supplemental appropriation, $550 million, addressed a material
problem with the initial funding level targeted to the Group Health Insurance program for state and university employees
and retirees in FY2013. Group Health was initially under-appropriated because the state anticipated realizing material
savings in that program through: (i) negotiating higher premium rates with the American Federation of State, County and
Municipal Employees (AFSCME); and (ii) PA 97-695, which ended premium free health insurance for public employee
retirees. While the state recognized that without those savings, Group Health would indeed cost more than twice the
appropriated amount, it was decided during the spring 2012 legislative session to appropriate only enough money to cover
six months’ worth of the then estimated annual cost.* However, since contract negotiations with AFSCME were not
resolved until March 2013, the state did not realize the savings anticipated for FY2013, necessitating the supplemental
appropriation. Hence, PA 98-1 authorized the additional $550 million in Group Health spending the state had to incur.

Another $44 million of PA 98-1 went to areas of the budget like Human Services that have realized significant cuts over
the past decade. The final $9 million was appropriated to East St. Louis School District 189 for emergency assistance,
after the lllinois State Board of Education replaced the elected school board members of that district with a new,
Independent Authority in June of 2012. Lawmakers argued that this additional $53 million in supplemental appropriations
was affordable because of savings generated by Governor Quinn’s partial veto of Senate Bills 2409 and 2474 of the 97t
General Assembly.® Those savings included: (i) a reduction veto, pursuant to which Governor Quinn cut an appropriation
for the Department of Agriculture by $800,000; and (ii) line item and reduction vetoes pursuant to which Governor Quinn
reduced appropriations for juvenile and adult correctional facilities by a total of $56.1 million. Taken together, the money
saved from those vetoes of previously authorized spending more than covered the new, non-Group Health supplemental
appropriations contained in PA 98-1.

Public Act 98-11 was signed into law on May 10, 2013, and authorized the state to spend $324 million to cover unpaid
bills leftover from FY2012. Out of that total, $151 million paid down a portion of the backlog of FY2012 Medicaid bills, as
part of the Medicaid reform legislation that became law in 2012 (see Section 7.5 for more details). PA 98-11 also allocated
$173 million to the Department on Aging (DOA) for the Community Care Program to pay bills remaining from FY2012.
Since the entire $324 million in supplemental appropriations under PA 98-1 was used to pay for services rendered in
FY2012, this report does not include that spending in the FY2013 budget. Instead, that $324 million reduces the FY2012
General Fund deficit carried forward into FY2013.

Last, PA 98-17 was passed by both the House and Senate at the end of May 2013, as part of the FY2014 budget
process. PA 98-17 contains General Fund appropriations for FY2014, as well as supplemental appropriations for FY2013.
In total, PA 98-17 contained $862 million in FY2013 appropriations. The fiscal capacity to pay these came from the one-
time spike in income tax revenue that occurred in FY2013 (discussed in detail below). Most notably, PA 98-17 permitted
an additional $350 million in Group Health spending for FY2013 because the amount appropriated for that program
remained inadequate to cover actual costs—even after including the supplemental appropriation under PA 98-1, analyzed
above. Another $142 million was appropriated to DOA, again for the Community Care Program. This appropriation was
used to pay bills for services rendered in FY2013 that if not paid would have been pushed into FY2014. The spike in
income tax revenue that occurred in the spring of 2013 (detailed below), was the revenue source that permitted these bills
to be paid in the year the services were rendered, i.e. FY2013. The remaining $370 million went to Human Services ($231
million); Medicaid ($88 million); Public Safety ($22 million); and, the Court of Claims ($29 million).

Public Acts 98-1 and 98-17 increased the FY2013 General Fund budget by a total of $1.47 billion. Figure 2 provides a
breakdown of these supplemental General Fund appropriations.
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Figure 2
PA 98-1 and PA 98-17 Supplemental Appropriations

($ Millions) _
Group Health $900
Human Services $410.1
Medicaid $88.1
Other $35.4
Public Safety $23.2
Education $9

Figure 3 shows the final FY2013 General Fund budget including all supplemental appropriations, and compares it to the
FY2013 budget as originally enacted.

Figure 3
FY2013 Enacted General Fund Budget with Supplemental Appropriations
($ Millions)
(As of June 2012) and Supplementals
Healthcare $201 $201
Medicaid $6,718 $6,806
PreK $303 $303
K-12 Education $6,238 $6,247
Higher Education $1,980 $1,980
Human Services $4,830 $5,240
Public Safety $1,547 $1,570
Group Health $550 $1,450
Other® $1,165 $1,200
Total (gross) $23,532 $24,997
Unspent Appropriations ($650) ($300)
Total (net) $22,882 $24,697

Note that in addition to increasing gross General Fund spending for FY2013, GOMB also reduced the amount of
anticipated unspent appropriations for the year from $650 million to $300 million. Collectively, these changes mean that
net spending under the FY2013 General Fund budget was $1.82 billion more than what was appropriated in the FY2013
budget as enacted in June of 2012. GOMB maintained that there was revenue to cover the increased expenditures for
FY2013 because of reduced spending in other areas of the budget from the Governor’s partial vetoes outlined above, and
actual FY2013 revenue being higher than initially anticipated. Recall that the 97t General Assembly passed House-Joint
Resolution (HJR) 68, which by law set FY2013 revenue at $33.72 billion, and the FY2013 budget as enacted on June 30,
2012, was designed around that revenue figure. However, revised FY2013 revenue estimates published in May 2013
were some $2 billion more than the $33.72 billion amount established under HIR-68.7 Figure 5 compares the May 2013
revenue estimate with HJR-68.
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Figure 4
FY2013 Revenue Estimates

($ Millions)
R-68 1] 40
Personal Income Tax $15,140 $16,447
Corporate Income Tax $2,504 $3,148
Sales Tax $7,335 $7,265
Other Taxes, Fees and Interest Income $3,005 $3,011
Transfers In (Primarily Lottery and Gaming) $1,800 $1,694
Total State Sources $29,784 $31,565
Federal Sources $3,935 $4,151
Total General Fund Revenue $33,719 $35,716

Source: HIR-68 of the 97" General Assembly; May 2013 revenue estimate based off of revised personal
income tax, corporate income tax and federal sources updated presented during the closing week of the spring
2013 legislative session, which took into account the April 2013 revenue spike, and COGFA’s March 2013
revenue estimate.

The primary reason for the increased FY2013 revenue estimate was an unanticipated $1.5 billion spike in income tax
revenue.® This revenue spike resulted, in part, from individuals and businesses allocating what would normally be FY2014
earnings into FY2013, to avoid paying anticipated increased income taxes beginning January 1, 2013, as part of
sequestration at the federal level.®

Actual FY2013 revenue was nearly $350 million more than the revised May 2013 revenue estimate. Figure 5 compares
the May 2013 revenue estimate with actual FY2013 revenue. Thus, actual FY2013 revenue was $2.35 billion more than
budgeted for under HIR-68.

Figure 5
FY2013 Revenue Estimate versus Actual
($ Millions)
May 2013
Revenue Actual
Est.

Personal Income Tax $16,447 $16,538
Corporate Income Tax $3,148 $3,177
Sales Tax $7,265 $7,335
Other Taxes, Fees and Interest Income $3,011 $3,136
Trangfers In (Primarily Lottery and $1.694 $1.704
Gaming)
Total State Sources $31,565 $31,910
Federal Sources $4,151 $4,154
Total General Fund Revenue $35,716 $36,064

Sources: May 2013 revenue estimate based off of revised personal income tax, corporate
income tax and federal sources updated presented during the closing week of the spring 2013
legislative session, which took into account the April 2013 revenue spike, and COGFA’s
March 2013 revenue estimate; COGFA, State of lllinois Budget Summary: Fiscal Year 2014
(Springfield, IL: August 1, 2013), 50 .

The state’s receipt of this unanticipated revenue has two consequences, one positive and one negative. On the plus side,
the April 2013 revenue spike allowed the state to pay some outstanding bills that were well past-due. Many of those bills
were for Medicaid, which generates federal match, providing even more fiscal capacity to pay down overdue Medicaid
bills. On the downside, earnings allocated to FY2013 that normally would have been reported as FY2014 income, will in
all likelihood reduce the amount of revenue that otherwise would have been part of the natural FY2014 revenue base,
which in turn should create a nearly dollar-for-dollar shortfall in FY2014.
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Using actual FY2013 revenue generation and accounting for the supplemental appropriations enacted for that year,
FY2013 ended with an estimated accumulated deficit in the General Fund of ($7.8) billion, as shown in Figure 6.

Figure 6
FY2013 Accumulated Deficit ($ Billions)
Category Amount
() Actual FY2013 Revenue $36.06
(i) FY2013 Hard Costs ($10.13)
(iii) Deficit Carry Forward from FY2012 ($8.99)10
(V) grOJe_cted Net FY2014 General Fund Revenue Available for $16.94
ervices
(V) Net General Fund Service Appropriations $24.70
(vi) Minimum FY2013 General Fund Deficit ($7.76)
(vii) Deficit as a Percentage of General Fund Service -31.42%
Appropriations

Sources: revenue from COGFA, State of lllinois Budget Summary: Fiscal Year 2014 (Springdfield, IL: August
1, 2013), 50; appropriations from CTBA analysis of Operating Budget Detail GOMB, FY2014 Operating
Budget Detail (March 6, 2013), PA 98-11, and PA 98-17; hard costs COGFA, State of lllinois Budget
Summary: Fiscal Year 2014 (Springfield, IL: August 1, 2013), 26; FY2012 carry forward deficit CTBA
analysis of FY2012 budget as reported in GOMB, FY2014 Budget Book (Springfield, IL: March 2013), Ch. 2-

16.

4. REVENUE

4.1 Estimates Vary for FY2014

Continuing the pattern of the last two years, the House’s revenue estimate, rather than Governor’s, was used to craft the
budget. The House’s revenue estimate, House Resolution (HR) 389, is the official FY2014 revenue estimate. Figure 7
compares HR-389’s revenue estimates with the Commission on Government Forecasting and Accountability’s (COGFA)
revenue projections, broken down by state own-source revenue and federal revenue. As Figure 7 shows, total revenue
estimated for FY2014 ranges from $35.1 billion to $35.4 billion. Both revenue estimates take into account the impact of
individuals and businesses allocating income into FY2013 that would have otherwise been FY2014 revenue, and as a

result FY2014 revenue is estimated to be between $618 and $983 million less than actual, FY2013 revenue.

Figure 7
FY2014 Revenue Estimates ($ Millions)

Difference between |

Personal Income Tax $15,986 $16,030 $44

Corporate Income Tax $2,916 $2,937 $21

Sales Tax $7,348 $7,348 $0

Other Taxes, Fees and

Interest Income $3,016 $3,016 $0

Transfers In (Primarily

Lottery and Gaming) <2 1S S

Total State Sources $31,081 $31,446 $365

Federal Sources $4,000 $4,000 $0

Total General Fund

Revenue $35,081 $35,446 $365
Sources: COGFA, FY2014 Economic Forecast and Revenue Estimate and FY2013 Revenue Update (Springfield, IL:
March 12, 2013), 25; and HR 389 of the 98th lllinois General Assembly.
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The House’s revenue estimate contained in HR 389 of $35.446 billion, is $365 million more than COGFA’s estimate of
$35.081 billion. The two revenue estimates differ for two primary reasons.

First, the estimates in HR 389 for personal and corporate income tax receipts are based on the state depositing less
money into the Income Tax Refund Fund than COGFA projects. A portion of personal and corporate income taxes
collected by the lllinois Department of Revenue (IDOR) are deposited into the Income Tax Refund Fund, and are
subsequently used to pay refunds owed to personal and corporate income taxpayers. For FY2013, 9.75 percent of the
revenue collected from personal and 14 percent of the revenue collected from corporate income taxes were deposited into
the Income Tax Refund Fund.1! COGFA’s FY2014 revenue estimate assumes that those rates will be used again in
FY2014.12 However, the FY2014 Budget Implementation Act (PA 98-24) reduced the percentages of income taxes that
go to the Income Tax Refund Fund to 9.5 percent for personal and 13.4 percent for corporate income taxes. These rates
were lowered because a surplus in the Income Tax Refund Fund materialized, and the state had caught up on paying
refunds to all income taxpayers.

The second difference between the two revenue estimates is that HR 389 assumes a $300 million transfer to the General
Revenue Fund from the Income Tax Refund Fund. At the end of FY2013, the Income Tax Refund Fund had a surplus of
$300 million, which resulted from the state paying its backlog of income tax refunds. This $300 million transfer between
funds does not require legislative action because surpluses in the Income Tax Refund Fund are by law transferred into the
General Fund at the end of a fiscal year.!2 Because of these two differences, the HR 389 revenue is the more accurate
revenue estimate.

4.2 Illinois’ Core Tax Policy Makes It a National Outlier

As with most other states, lllinois generates the majority of its revenue through a combination of the individual income tax,
corporate income tax, and sales tax. Of those three taxes, the individual income tax is the largest revenue producer in
lllinois, as illustrated in Figure 7. However, lllinois is itself a national outlier when it comes to the way it taxes individuals.
This is because the state’s individual income tax policy has an inherent structural flaw. Under textbook tax policy, income
taxes are supposed to be designed to correspond to ability to pay.'* This is usually accomplished through implementation
of a graduated rate structure. That simply means as income grows, higher levels of income are taxed at slightly greater
marginal rates than are lower levels of income. Currently, 41 states assess an individual income tax, 34 of which—or 83
percent—have designed their individual income tax rate structures to comport with ability to pay by assessing higher
marginal rates on higher levels of income. lllinois, however, is constitutionally required to be one of only seven states that
impose a flat, individual income tax rate across all levels of income, making it impossible for lllinois to use its income tax
rate structure to tax people fairly by corresponding to ability to pay.'®

This creates several problems for the lllinois fiscal system. From a fiscal standpoint, not imposing an income tax based on
an individual’s ability to pay makes no sense, as it fails to respond to how income growth over time is actually distributed
across different income brackets. As illustrated in Figure 8, the bottom 60 percent of income earners in lllinois actually
took home less money on an inflation-adjusted basis in 2010 than they did in 1979.16 Because lllinois is required to
impose individual income taxes at a flat rate, the state is compelled to tax individuals who have declining real incomes at
the same marginal rate that it uses for individuals with growing real incomes. Taxing a demographic that loses income in
inflation-adjusted terms over time at the same rate as folks who realize, significant real growth in income is not only unfair,
but actually worsens growing income inequality and in-turn negatively affects the state’s revenue growth from year-to-
year.

9|Page
©2013, Center for Tax and Budget Accountability



Figure 8

Change in Inflation-adjusted Real Wages in lllinois, 1979-2010
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Source: Center for Tax and Budget Accountability analysis of Current Population Survey data, adjusted
for inflation using the CPI-U data from the State of Working America, Economic Policy Institute, 2011.

The lack of fairness in the state’s income tax also helps contribute to the ongoing structural deficit in the General Fund,
(the structural deficit is depicted in Figure 18 below). This is because it fails to respond to where growth is actually
occurring in the private sector economy, thereby generating less revenue than the income tax would if it actually
responded to the modern economy. The revenue shortfalls generated by the lack of responsiveness in the state’s income

tax is actually compounded by a similar problem with the state’s sales tax.

Figure 9

Illinois State & Local Taxes Paid as a Share of Family Income
for Non-Elderly Taxpayers Total Tax Burden as a Percentage of Income
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Source: Institute on Taxation and Economic Policy, Who Pays? A Distributional Analysis of Tax
Systems in All 50 States Fourth Edition January 2013), 52. Includes all State Sales, Excise,
Property, and Income Taxes.

lllinois is one of 45 states that impose a general sales tax.'” However, of those 45 states, lllinois has one of the narrowest

bases. That means the lllinois sales tax (imposed under the “Retailers Occupation Tax

, “Retailers Use Tax,” and “Service

Occupation and Use Tax”)!® does not apply to most of the transactions occurring in the state’s consumer economy. This is
because it does not apply to most services, and instead focuses on the sale of goods. That is problematic, since the sale
of services now accounts for over 60 percent of lllinois’ state GDP, while the sale of goods accounts for less than
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12 percent.’® Leaving the largest and fastest growing segment of the economy out of its sales tax base is another
fundamental flaw.

By not responding to modern economic growth patterns, the state’s overall tax system ultimately fails to generate
adequate yearly revenue to maintain service levels, creating deficits even when service levels remain constant in real,
inflation-adjusted terms from year-to-year. This phenomenon, known as a “structural deficit,” is covered in more detail in
Section 6 of this report.

5. THE FY2014 GENERAL FUND BUDGET AS PASSED BY THE GENERAL
ASSEMBLY

5.1 Aggregate Appropriations by Type

FY2014 General Fund appropriations are detailed by major service category in Figure 10. Under the relatively new BFR
process, service expenditures are grouped into categories that differ from prior budgeting practice. Therefore, to allow for
historic comparisons, CTBA recast the budget by grouping agencies, and some specific programs, into major service
categories in a manner consistent with past reporting practices.

Figure 10
FY2014 Enacted General Fund Appropriations ($ Millions)

Category Appropriation

(i) Total General Fund Appropriation for Capped Items (Net) $35,697

(i) Total Hard Costs $11,123
e Debt Service (Pension & Capital Bonds) $2,182
e  Statutory Transfers Out $2,878
e Pension Contributions $6,063

(iii) Repayment of Bills -- FY13/FY14 Backlog Payment Fund $50

(iv) General Fund Service Appropriations (Gross) $25,024
e Healthcare (including Medicaid) $7,171
e PreK Education $300
e K-12 Education $6,386
e Higher Education $1,991
e Human Services $4,996
e Public Safety $1,648
e  Group Health Insurance $1,346
e Other $1,185

(v) Unspent Appropriations $500

(vi) Net General Fund Service Appropriations $24,524

Sources: Hard costs from COGFA, State of lllinois Budget Summary: Fiscal Year 2014 (Springdfield, IL: August 1, 2013),
26; and PA 98-34, PA 98-35, PA 98-17, PA 98-33, PA 98-27, PA 98-64, PA 98-50. Note appropriations for categories
do not equal gross appropriations due to rounding.
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Statutory Transfers Out, Debt Service, and Pension Contributions are the Hard Costs payable in FY2014, and total $11.12
billion. These expenditures are Hard Costs because they are required by current law and thus, neither the General
Assembly nor the Governor has the discretion to reduce or eliminate them. Since the Hard Costs must be paid, the
revenue left available to fund core services—like Education, Healthcare, and Human Services—is reduced. It also means
that, to the extent the state has an accumulated deficit in its General Fund, that full deficit impacts solely the
appropriations made for services, over which the Governor and General Assembly have some discretion.

The “Statutory Transfers Out” and “Debt Service” lines in the General Fund budget are often poorly understood
categories. As the name implies, “Statutory Transfers Out” covers expenditures that, pursuant to state legislation, must be
paid from the General Fund to local governments and other state funds. The most significant items included under the
Statutory Transfers Out category include the:

e Local Government Distributive Fund (LGDF) ($1.095 billion budgeted for FY2014);%° and
e Repayment of loans extended to the General Fund by other, special state funds like the Budget Stabilization
Fund.

Approximately 6 percent of the net revenue the state collects from the corporate and personal income taxes is distributed
to local governments via the LGDF based on population.?! This is a change from past practice when the state shared 10
percent of net income tax revenue with local governments through the LGDF. This change in policy was made when the
state temporarily increased its individual and corporate income tax rates in January of 2011,22 effectively freezing the local
government share in state income tax revenue at the same level as pertained prior to those tax increases.

Similarly, debt service is a component of the General Fund budget that the General Assembly and Governor do not have
discretion over. Debt service payments are payments made on general obligation bonds. Proceeds from the sale of
general obligation bonds are used to finance capital projects, and have been used in the past to meet the state’s required
pension contribution. In the FY2014 budget, $2.18 billion will be spent on debt service. 2

The Hard Cost line for pension contributions in Figure 10 includes the vast majority of payments to the five state funded
pension systems: the Teachers’ Retirement System (TRS), State University Retirement System (SURS), State Employees
Retirement System (SERS), the General Assembly Retirement System (GARS) and the Judicial Retirement System
(JRS).2* Of the $6.063 billion total shown in Figure 10, the systems will receive $5.988 billion in a combination of debt
service payments and normal cost contributions to cover benefits earned by current employees. Another $62.62 million
goes to healthcare benefits for retirees who were employed by a non-Chicago public school.?®> The final $11.9 million
covers the state’s required contribution to the Chicago Teachers’ Pension Fund.

The General Assembly also allocated $50 million of FY2014 revenue to pay past due bills from FY2013 and any that may
occur in FY2012.28 While that is a positive step forward, it does not come anywhere near covering the actual FY2013
deficit, which is estimated to be $7.4 billion.

After accounting for Hard Costs and allocating some FY2014 revenue to pay past due obligations the FY2014 enacted
budget covers spending for service delivery over the fiscal year. Appropriations for Education are largely self-explanatory,
and are broken down into three subcategories “PreK”, “K-12”, and “Higher Education”. The agency responsible for
providing PreK and K-12 education is the lllinois State Board of Education (ISBE). The Higher Education category
includes appropriations made to the Board of Higher Education, the Illinois Community College Board, the lllinois
Mathematics and Science Academy, the lllinois Student Assistance Commission, State Universities Civil Service System,

and lllinois’ nine public universities.

The “Human Services” category in Figure 10 includes all appropriations to the three agencies primarily responsible for
delivering those services, the DOA, Department of Children and Family Services (DCFS), and the Department of Human
Services (DHS). Several other agencies that receive small amounts of General Fund appropriations are also grouped into
the Human Services category.?” The “Public Safety” category includes the appropriations for the Department of
Corrections (DOC), Department of Juvenile Justice (DJJ), the lllinois State Police, and several smaller agencies.?®

The “Healthcare” category includes $7.04 billion in appropriations for the Department of Health and Family Services
(DHFS) and $133 million in appropriations for the Department of Public Health.?® Note that the vast majority of funding for
DHFS is a $7 billion appropriation for Medicaid. “Group Health” covers the state’s health insurance program provided to
current employees and retirees. Given that Group Health accounts for approximately 5 percent of the General Fund
service budget, it has been designated as its own category.
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The category of “Other” includes: appropriations for legislative agencies such as the General Assembly and COGFA,;
smaller state agencies such as the Department of Central Management Services (CMS), Department of Commerce and
Economic Opportunity, and Department of Revenue; all environmental protection expenditures, and various boards,
commissions, and authorities such as the Capital Development Board and East St. Louis Financial Advisory Authority.

5.2 Discretionary Spending Priorities

Since Hard Costs are mandatory expenditures frequently incurred by prior administrations or simply required by law, they
do not provide much insight into current legislative or gubernatorial policy priorities. Discretionary spending, on the other
hand does.

As shown in Figure 11, the FY2014 General Fund services budget continues to prioritize the same core services of
Education (35 percent), Healthcare (29 percent), Human Services (20 percent), and Public Safety (6 percent) the state
has historically devoted its General Fund to providing. Combined, these core service areas account for $9 out of every
$10 in the enacted FY2014 General Fund services budget.

Figure 11
Enacted FY2014 General Fund Services Budget
(Total Gross Spending on FY2014 Services = $25.02 Billion)

Group Health Other
5% — 5%

Public Safety
6%
Healthcare

Higher Education 29%

8%

PreK-12 Education
27%

Human Services
20%

Source: CTBA analysis of PA 98-34, PA 98-35, PA 98-17, PA 98-33, PA 98-27, PA 98-64, PA 98-50, passed by
the 98" General Assembly.

A word of caution about the appropriations for public services in FY2014 shown in Figure 11. The total of $25.02 billion in
spending on services is the maximum potential appropriation for all services. Actual spending on core services in FY2014
will be less, because, as highlighted in line (v) of Figure 10, at least $500 million of the $25.02 billion services budget will
not be spent. How that $500 million in cuts is allocated among the core service areas will result in a concomitant reduction
in spending from the amount of appropriations identified in the FY2014 budget.

5.3 Nominal Dollar (without adjusting for inflation) Comparison of FY2014 Budget to
FY2013

Figure 12 shows how appropriations for public services in FY2014 compare to FY2013 in nominal dollars. Year-to-year,
Healthcare, Medicaid, K-12 Education, and Public Safety are scheduled to realize the greatest increases. In contrast,
Group Health (-7.2 percent) and Human Services (-4.7 percent) are significantly cut. Funding for PreK Education and
Other will also see slight declines in nominal dollars. In total net General Fund spending for FY2014 is $173 million less
than the FY2013 budget.
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Figure 12
FY2014 General Fund Appropriations Compared to FY2013 Final — Nominal Dollars ($ Millions)

Category FY2013 Final FY2014 IS % Change (nominal)

(nominal)

Net General Fund Service $24,607 $24,524 ($173) -0.7%
Appropriations

Healthcare $201 $206 $5 2.5%
Medicaid $6,806 $6,965 $159 2.3%
PreK Education $303 $300 ($3) -0.9%
K-12 Education $6,247 $6,386 $139 2.2%
Higher Education $1,980 $1,991 $11 0.6%
Human Services $5,240 $4,996 ($244) -4.7%
Public Safety $1,570 $1,648 $78 5%
Other $1,200 $1,185 ($15) -1.2%
Group Health $1,450 $1,346 ($104) -7.2%

Source: CTBA analysis of PA 98-34, PA 98-35, PA 98-17, PA 98-33, PA 98-27, PA 98-64, PA 98-50, passed by the 98" General Assembly. Note:
Numbers may not all add due to rounding.

5.4 InReal Terms, Funding for All Core Services in the FY2014 General Fund Budget are less
than FY2013 and FY2000 Levels

Of course, a nominal dollar comparison does not provide an accurate barometer of whether spending on services is
actually growing, staying flat, or declining. That is because nominal dollar comparisons do not adjust for either inflation or
population growth, both of which make it more expensive to provide the same level of services from one fiscal year into
the next.

There are two major inflation metrics published by the Federal Bureau of Labor Statistics (BLS) that are used to
determine how much the cost of products and services increase over time. The first is the Consumer Price Index (CPI).
The CPI is a comprehensive inflation measure that broadly covers the change in price for all goods and services in the
economy. The CPI covers changes in the cost of everything from pop tarts and hair care products to bowling. However,
state government does not purchase the vast majority of items included in the CPI. So while the CPI is an excellent metric
for evaluating the economy as a whole, it is not the best choice for evaluating public sector spending.

The second major inflation metric is the Employment Cost Index (ECI). As the name implies, the ECI covers a narrower
number of items than the CPI and focuses on changes in the cost of paying compensation to workers over time. Public
services are very labor intensive, and the vast majority of public sector expenditures made through the lllinois General
Fund—=80 to 90 percent—cover the compensation paid to the healthcare workers, teachers, police officers, social workers
and other civil servants who provide the public services consumed in communities across the state. Hence, the ECI is the
more accurate metric for analyzing the inflationary cost increases that impact public sector expenditures on services.

Calculating inflation adjustments over time is relatively simple. Say expenditures on public safety were $100 in year one,
and the inflation rate for that year was five percent. In year two, the appropriation for public safety would have to be $105
to purchase the same level of services provided in year one, in what is referred to as “real”—i.e. inflation-adjusted terms. If
in year two public safety received an appropriation of $103, then despite the $3 increase in nominal appropriations, in real,
inflation-adjusted terms, spending was actually cut by $2.

Figure 13 shows how the FY2014 General Fund budget compares to the actual FY2013 budget, in real, inflation-adjusted
dollars. When adjusted for inflation and population growth, nearly all major service categories of the budget are cut from
FY2013 levels. As Figure 13 shows, total appropriations in the FY2014 budget are $878 million less than FY2013
spending in real, inflation-adjusted dollars and most core services are cut, after adjusting for inflation.

l4|Page
©2013, Center for Tax and Budget Accountability



Category

FY2013

Enacted

Figure 13

lllinois General Fund Spending
FY2014 Compared to FY2013 Enacted, and FY2013 Adjusted for Inflation and Population Growth
($ Millions)

FY2014
GOMB

FY2013,

Enacted Adj for
Infl (ECI) and

$ Diff FY2014
—FY2013Adj
(ECl and Pop

% Change

Pop Growth

Growth)

Net General Fund Service | o) 647 $24,524 $25,402 ($878) -3.5%
Appropriations

PreK-12 Education $6,550 $6,686 $6,710 ($24) -0.4%
Higher Education $1,980 $1,991 $2,028 ($37) -1.8%
Healthcare (excluding

Group Health) $7,008 $7,171 $7,262 ($91) -1.3%
Human Services $5,240 $4,996 $5,368 ($372) -6.9%
Public Safety $1,570 $1,648 $1,608 $40 2.5%

Sources: FY2013 and FY2014 unadjusted appropriations from CTBA analysis of GOMB, FY2014 Operating Budget Detail (March 6, 2013),

http://Amww2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx and PA 98-34, PA 98-35, PA 98-17, PA 98-33, PA 98-27, PA 98-64, PA 98-50,
passed by the 98" General Assembly. Appropriations adjusted using ECI and Midwest Medical Care CPI (for Healthcare) from the BLS as of
January 2013, and population growth from the Census Bureau as of January 2013.

When considered over the long-term, it is clear that overall spending on services is declining in real terms, after adjusting
for inflation. Figure 14, which compares the FY2014 General Fund budget to the FY2000 budget, shows that irrespective
of the inflation metric used, CPI or ECI, overall General Fund spending on services will be significantly less in FY2014

than it was in FY2000.

Figure 14

FY2014 General Fund Services

Appropriations Relative to FY2000, in Nominal Dollars and

Adjusted for Inflation and Population Growth (excluding Group Health)

20.0%

10.0%

0.0%

-10.0%

15.5%

-20.0%

-30.0%

-28.0%

-40.0%

B State Spending Change (Nominal)

M State Spending Change (CPI and Population Growth)

B State Spending Change (ECI and Population Growth)

Sources: FY2000 unadjusted appropriations from Governor’s final budget summary for FY2000; and
FY2014 CTBA analysis PA 98-34, PA 98-35, PA 98-17, PA 98-33, PA 98-27, PA 98-64, PA 98-50,
passed by the 98" General Assembly. Inflation for healthcare inflated by Midwest Medical Care CPI; all
other appropriations adjusted using ECI-C and Midwest CPI from the BLS as of January 2013, and

population growth from the Census Bureau as of January 2013.

Figure 15 delineates how FY2014 General Fund spending compares to the actual FY2000 budget, in real, inflation-
adjusted dollars by major service category. Figure 15 shows that, when compared in real, inflation-adjusted dollars, the
level of spending for every major service category in FY2014 is significantly less than FY2000.
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Figure 15
Illinois General Fund Spending On Core Services FY2014 Compared to FY2000 Enacted,
And FY2000 Adjusted for Inflation and Population Growth
($ Millions)

Enacted Adj | S Diff FY2014
Category Py PV for Infl (ECI) PIED A % Change
Enacted GOMB (ECl and Pop
el P Growth)
Growth
Net General Fund
(excluding Group $20,064 $23,178 $32,173 ($8,993) -28%
Health)
prek-12 $4,844 $6,686 $7,491 ($805) -10.7%
Education
Higher Education $2,152 $1,991 $3,328 ($1,337) -40.2%
Healthcare
(excluding Group $5,022 $7,171 $8,911 ($1,740) -19.5%
Health)
Human Services $4,599 $4,996 $7,112 ($2,116) -29.7%
Public Safety $1,350 $1,648 $2,088 ($440) -21.1%

Sources: FY2000 unadjusted appropriations from Governor’s final budget summary for FY2000; and FY2014 CTBA analysis PA 98-
34, PA 98-35, PA 98-17, PA 98-33, PA 98-27, PA 98-64, PA 98-50, passed by the 98" General Assembly. Appropriations adjusted
using ECI and Midwest Medical Care CPI (for Healthcare) from the BLS as of January 2013, and population growth from the Census
Bureau as of January 2013.

lllinois’ continued policy of resolving fiscal problems primarily through service spending cuts is difficult to justify given the
state’s status as low spending nationally. Consider that, in calendar year 2012—the last year for which there is
comprehensive data for all 50 states—Illinois had the fifth highest state GDP overall (over $695 billion), the 12" highest
state GDP per capita, and fifth largest population of any state.3° However, lllinois ranked just 28" in total General Fund
spending per capita in FY2012.3! Illinois also ranked 49t out of 50 states, in number of state workers per 1,000 residents
in 2011.%2

While the state’s per capita spending is illustrative of lllinois’ status as a low spending state, it is not the best metric to use.
Spending as a percentage of state GDP is more informative, given that it takes into account a state’s total wealth, and
hence measures effort. As of FY2012, lllinois ranked just 36" out of all 50 states in General Fund spending as a
percentage of state GDP.33 Moreover, lllinois’ standing has likely dropped since FY2011, given the year-to-year service
spending cuts implemented in the FY2012, FY2013, and FY2014 sequence.

6. THE PROJECTED FY2014 OPERATING AND ONGOING STRUCTURAL
DEFICITS

6.1 The General Fund will End FY2014 with an Accumulated Deficit Ranging from $8 to $8.3
Billion
As shown in Figure 16, the state will have a minimum, accumulated General Fund deficit ranging from $7.96 billion to
$8.33 billion in FY2014, after accounting for the carry forward deficit from FY2013. lllinois continues to struggle with a

material unpaid backlog of bills, despite the temporary income tax increases and the significant budget cuts that have
been implemented.
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Figure 16
FY2014 Estimated Accumulated Deficit ($ Billions)*

Category | HR 389 COGFA |

0) Projected FY2014 Revenue $35.45 $35.08

(ii) Projected FY2014 Hard Costs $11.12 $11.12

Projected Deficit Carry Forward

(iii) from Y2013 $7.76 $7.76
Projected Net FY2014 General

(iv) Fund Revenue Available for $16.57 $16.20
Services
Projected Net General Fund

V) Service Appropriations R R

. Estimated Minimum FY2014

(vi) General Fund Deficit ($7.96) ($8.33)
Estimated Deficit as a

(vii) Percentage of General Fund -32.46% -33.95%
Service Appropriations

Source: Appropriations for FY2014 from CTBA analysis PA 98-34, PA 98-35, PA 98-17, PA 98-33, PA 98-27,
PA 98-64, PA 98-50, passed by the 98" General Assembly; and hard costs COGFA, State of lllinois Budget
Summary: Fiscal Year 2014 (Springfield, IL: August 1, 2013), 26.

6.2 Spending on Services Has Not Driven Illinois’ Ongoing Deficit Problem

The projected General Fund deficit for FY2014 of $7.96 -$8.33 billion is significant. It is also nothing new. According to the
lllinois Comptroller’s Office, lllinois has had a deficit in its General Fund every fiscal year since at least 1991 (the records
do not cover years prior to that date).3> This long-term fiscal struggle has led many to conclude that overspending on
services in lllinois has been one of the primary causes of the state’s significant, ongoing deficits. The data, however,
clearly indicate that lllinois has deficits primarily because of its tax/revenue policy, not its service spending.

As demonstrated in Section 5.4 of this report, after adjusting for inflation and population growth, real General Fund
spending on services for FY2014 will be less than it was in FY2000. In fact, General Fund expenditures (net) for FY2014
are $4.7 billion less in nominal dollars than they were in FY2009, a mere five years ago.3¢ Moreover, total spending in
FY2014 on all items—Hard Costs and services combined—is some $2.6 billion less than authorized by law.

Recall that in January of 2011, the General Assembly passed and the Governor signed into law TABSA.37 That legislation
had two major components. First, it instituted hard caps on General Fund spending for fiscal years 2012, 2013, 2014, and
2015, something never done before in lllinois. The spending items subject to those caps (the “Capped Items”) are all
accounted for in Figure 10, which summarizes the FY2014 General Fund budget by major category. Note that including
non-discretionary Hard Costs, aggregate appropriations for FY2014 are $35.7 billion. Under TABSA, however, the cap for
FY2014 was set at $38.31 billion. Hence total General Fund expenditures for all Capped Items in FY2014 is scheduled to
be $2.6 less than permitted—even though expenditures for Hard Costs, like debt owed to the pension systems—uwill be
significantly greater than five years ago (some $8.08 billion more).38 No matter how one slices the data, one conclusion is
inescapable: spending on core services is not driving the state’s deficit.

Second, TABSA raised revenue by making some temporary adjustments to lllinois tax policy, the most important of which
involved increasing the personal and corporate income tax rates from 3 percent to 5 percent and 4.8 percent to 7 percent,
respectively. While the temporary tax increases did not completely resolve the state’s financial problems, they effectively
stabilized the state’s overall fiscal condition, as shown in Figure 17. Figure 17 compares the state’s actual, General Fund
budget deficits for the FY2011-FY2014 sequence, to what those annual deficits would have been without the temporary
tax increases under TABSA, but including all spending cuts made to services.
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Figure 17
Comparison of Accumulated Deficits with and Without Temporary Tax Increase
($ Billions)
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($33.0)

($35.0)
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B Without Temporary Tax Increase With Temporary Tax Increase

Sources: CTBA calculations using total spending figures for FY2011 and FY2012 as reported in GOMB, FY2013 Budget Book
(Springfield, IL: February 2012 2013), Ch. 2-18 and GOMB, FY2014 Budget Book (Springfield, IL: March 2013), Ch. 2-16.; total
spending for FY2013 includes all supplementals; and spending for FY2014 as reported in GOMB, FY2014 Budget Book
(Springfield, IL: March 2013) for hard costs and PA 98-34, PA 98-35, PA 98-17, PA 98-33, PA 98-27, PA 98-64, PA 98-50; actual
revenue for FY2011-FY2013 from COGFA, State of lllinois Budget Summary: Fiscal Year 2014 (Springfield, IL: August 1, 2013),
50).

Figure 17 capacity to provide any core services. Consider that after adjusting for all supplemental appropriations, total
spending on services in FY2013 was $24.7 billion. With the temporary revenue generated under TABSA, of that total
spending amount $7.76 billion or 31.42 percent is deficit spending. Without the revenue generated by TABSA, the deficit
would have been $25.2 billion in FY2013, which is over $500 million more than the entire amount spent on services in
FY2013. This dramatically shows how much of the deficit problem is driven by inadequate revenue, rather than spending,
something CTBA has long noted. Section 6.3 of this report, which covers the structural deficit, explicates how the state’s
poorly designed tax policy has been the primary driver of lllinois’ fiscal woes.

6.3 Illinois’ Structural Deficit

For over a decade CTBA has pointed out that the lllinois tax system consistently does not generate enough General Fund
revenue to maintain delivery of the same level of public services from year-to-year after adjusting for inflation. This
remains the case in FY2014. The ongoing mismatch in the state’s General Fund between the lower rates of growth for
revenue than the pace of increase in the cost of maintaining service levels is commonly called a “structural deficit.” Figure
18 is a graphic depiction of the structural deficit in the Illinois General Fund.
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Figure 18
lllinois State General Fund Structural Deficit ($ Millions)
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The structural deficit depicted in Figure 18: (i) assumes a balanced FY2013 budget; (ii) uses actual FY2013 revenue; and
(iii) uses the revenue estimates for FY2014-FY2016 made by COGFA.3° Figure 18 also assumes that the state maintains
constant spending on services in real terms through FY2025, meaning that no programs are expanded or added, and that
revenue will grow at historic annual rates.*° It should also be noted that the revenue declines that occur in FY2015 and
FY2025 are due to the expiration of the temporary income tax increases under TABSA. However, as Figure 19 shows,
even if the temporary tax rate increases are not phased out, the lllinois structural deficit would remain.

Figure 19
lllinois State General Fund Structural Deficit with Tax Increase Kept ($ Millions)
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6.4 Looking Forward

The state’s structural deficit outlined in Figure 18, together with the Governor’s three-year spending projection issued
under BFR (which identifies General Fund service spending cuts through FY2016)*! raise a number of concerns about the
state’s capacity to continue funding core services into the future. Figure 20 assumes that the state maintains constant
spending on services in real terms through FY2025, meaning that no new programs are added and no existing programs
are expanded. Instead, public spending on core services is adjusted over this period solely to account for historic inflation
and population growth. On the revenue side, Figure 20 assumes: (i) the currently legislated phase-out (beginning in 2015
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and occurring again in 2025) of the temporary increases in the individual and corporate income tax rates that passed in
January 2011 will occur; (ii) state-own source revenue will grow in-line with historic rates; and (iii) federal revenue will be
flat.

As shown in Figure 20, despite the very large nominal and real cuts in state spending that have occurred over the last
several years, and assuming no real increases in spending on any core service under current law, the state’s estimated
operating deficit will grow to nearly $19 billion through FY2025.

Figure 20
Projected Growth in lllinois State General Fund Annual

Operating Budget Caused by the Structural Deficit
($ Millions)
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Note that Figure 20 only shows the estimated growth in the state’s annual operating deficit in its General Fund going
forward. It does not take into account the accumulated General Fund deficit that will exist by the end of FY2013 of $8
billion. When the state’s current, accumulated deficit is factored in, the projected General Fund deficit by FY2025 will more
likely be over $27 billion.

7. FY2014 APPROPRIATION DRILL-DOWN BY MAJOR CATEGORY

7.1 Modest Increases in K-12 Education Funding for FY2014

The FY2014 General Fund appropriation for PreK-12 Education is $6.686 billion dollars, which represents a nominal
increase of $136 million or 2.1 percent compared to the FY2013 appropriation of $6.55 billion, as illustrated in Figure 21.
After adjusting for inflation (using the ECI and population), however, in FY2014 PreK-12 funding will be cut under the
budget passed by the General Assembly by $24 million (or -0.36 percent) in real terms from FY2013 levels.

Figure 21
Enacted PreK-12 Education Appropriations
Compared to FY2013 in Nominal and Inflation Adjusted Dollars ($ Millions)

$ $

[0) ()
Category FY.2013 FY2014 Difference % Chgnge .FY2013 Difference % Change
Final . (nominal) | Final (real) (real)
(nominal) (real)

PreK $303 $300 ($3) -0.9% $310 ($10) -3.23%
K-12 . $6,247 $6,386 $139 2.2% $6,400 ($14) -0.22%
Education

Total $6,550 $6,686 $136 2.1% $6,710 ($24) -0.36%

Source: FY2014 CTBA analysis of SB2555 and HB0208; FY 2013 Operating Budget Detail (March 6, 2013),
http://imww2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx.
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While there is much talk about how the FY2014 budget aims to keep level funding for K-12 education, this is actually
misleading, as General State Aid will be “prorated”. That simply means the General State Aid formula-grant portion of K-
12 funding for the 2013-2014 school year will not be made at the level identified in the budget. Instead, for the third
consecutive fiscal year, General State Aid will be “prorated”, i.e. school districts will actually receive a smaller portion—or
“proration”—of the appropriated amount identified in the budget. Currently, ISBE estimates that the state will only fund 89
percent of the full budgetary appropriations.4? However, school districts may actually receive even less.

Consider that last year in which ISBE estimated that school districts would receive just 92 percent of the full General State
Aid appropriation identified in the enacted FY2013 budget. As it turns out, ISBE’s proration estimate was optimistic as
school districts only received 89 percent of the full budgeted appropriation for the 2012-3013 school year.*® This is
because the state has inadequate revenue growth to cover the recent, annual increases in Poverty Grant claims, which
have increased by 12 percentage points over the last decade.**

The General State Aid allocation includes the Supplemental Poverty Grant, often referred to as the “Poverty Grant,” which
allocates funds to school districts according to the percentage of low-income students in those districts. As the district-
wide percentage increases, its per-pupil amount does so also. Since FY2003, the amount of money allocated to the
Poverty Grant has more than quadrupled, increasing from $388 million to $1.7 billion in FY2013—an annual average
growth rate of 16.5 percent.*> Therefore, to make up the difference, decision makers have diverted a portion of General
State Aid determined under the school funding formula to cover growing Poverty Grant claims. For districts that already
have a high percentage of low-income students, the proration of General State Aid means that they receive less state
funding.

Using other General Sate Aid revenue to cover a portion of the growth in the Poverty Grant has had two negative
consequences for public schools in lllinois and the children who attend them. First, the increasing number of children who
live in poverty do not realize the full educational benefits that increased Poverty Grant funding are supposed to provide
because the reduction in other state aid used to fund those increases in the Poverty Grant diminishes what their schools
receive in the aggregate. This for the most part leaves vulnerable at-risk children with substandard educational
opportunities. Second, over three-quarters of all public school children in lllinois see reduced funding for their schools
from the proration of General State Aid, diminishing the education delivered to most children in the state.

While the stated goal of legislators is to keep level funding for K-12 in the FY2014 budget so that school districts will again
receive 89 percent of the full budgeted appropriation, as was done in FY2013, the data show that there is little reason to
believe that Poverty Grant claims will remain constant or decrease in FY2014, which is necessary to accomplish level
funding. If Poverty Grant claims continue to climb at the average rate that the state has seen over the last decade, then it
is possible that General State Aid will be prorated at an even lower figure than the anticipated 89 percent. This means
school districts statewide will have to compensate for a further loss of state funding by either increasing local property
taxes to maintain education services at FY2013 levels, or scaling back the education provided to children.

Considered over the long-term, the PreK-12 funding in FY2014 does little to change the troubling trend of reducing
investment in public education in real terms. Indeed, as illustrated in Figure 22, under the FY2014 budget, appropriations
for PreK-12 education are nearly 11 percent less in FY2014 than in FY2000, once inflation and population changes are
taken into account.
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Figure 22
Enacted PreK-12 Education Appropriations for FY2014 Compared
to FY2000, Nominal & Adjusted for Inflation and Population Change
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Sources: FY2000 unadjusted appropriations from Governor’s final budget summary for
FY2000; and FY2014 CTBA analysis of SB2555 and HB0208, (May 31, 2013). Inflation for
healthcare inflated by Midwest Medical Care CPI; all other appropriations adjusted using
ECI-C and Midwest CPI from the BLS as of January 2013, and population growth from the
Census Bureau as of January 2013.

Despite the increased funding for K-12 education in the FY2014 budget, the trend of cutting public education funding in
lllinois can be expected to continue. The Governor’s three-year budget projection calls for education funding cuts in both
FY2015 and FY2016.%6 Because the cost of delivering education increases each year due to inflation and population
growth, these nominal dollar funding cuts will have a greater impact in real terms—requiring either significant property tax
increases to maintain the existing level of education provided to students, or reductions in education quality. It is hard to
justify continued cuts to K-12 funding by the state, given how clearly the data demonstrate that state General Fund
spending on education in lllinois is inadequate, whether considered under national or by the state’s own standards.

Consider national comparisons first. According to the National Center for Education Statistics (NCES), lllinois ranks dead
last among the states in the portion of education funding covered by state, rather than local resources. Indeed, as Figure
23 shows, lllinois only covers 28.4 percent of public education costs, while the national average is 43.5 percent.
Meanwhile, nearly 60 percent of PreK-12 education costs are covered by local resources in lllinois.#” That performance
ranks lllinois 50""—dead last in the nation—in the portion of education funding covered by the state, rather than local
resources.
Figure 23
Local and State Share of Education Funding Spending
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Source: U.S. Department of Education, National Center for Education Statistics, Revenues and
Expenditures for Public Elementary and Secondary Education: School Year 2009-2010 (Fiscal
Year 2010) (Washington, DC: November 2012), 7.
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It also understates the disinvestment lllinois is making in public education at the state level. That is because the share of
state funding for education in lllinois in FY2013 and as enacted for FY2014 will be considerably less than indicated in
Figure 23, and the portion of education funding covered by local resources will be considerably greater. The national
comparisons set forth in Figure 23 are based on the 2009-2010 school year, the last year for which comprehensive
national data are available. lllinois’ state-based effort in education funding in the 2009-2010 school year was significantly
augmented by a one-time increase in federal funding funder the American Recovery and Reinvestment Act (ARRA). In
FY2008, the year before ARRA, lllinois received just over $2 billion in education funding from the federal government. In
FY2010, federal funding increased by almost 75 percent to roughly $3.5 billion. Figure 24 shows the large increase in
federal funds between FY2008 and FY2010 compared to state and local school funding.

Since FY2010, the last year in which ARRA funding was available, overall state spending on K-12 education has declined
by some $621 million. The net result is that today, state funding will cover less than the 28.4 percent of K-12 education
costs it did back in FY2010, with local funding covering more than the 59.2 percent it provided in FY2010.

Figure 24

Local, State, and Federal Share of Education
Funding in lllinois FY2008-FY2010
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Figure 25 shows how lllinois stacks up with other large states and the Midwest.

Figure 25
State Share of Education Funding
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The state’s poor record of funding education from state-based resources has forced local property taxes to cover a
disproportionately high portion of education funding in lllinois. The data show that lllinois’ significant over-reliance on local
property taxes is a material cause of both poor and inequitable educational outcomes in the state.*8

Meanwhile, despite the significant portion of education funding local school districts have assumed, overall education
funding levels in lllinois remain low compared to national averages. According to the National Association of State Budget
Officers (NASBO), lllinois ranks 40t in per-capita education spending?® and this is despite having the 17th highest per-
capita income among the states.*° In order for lllinois to move up to being just “average” in per-capita spending (a ranking
of 25) among the states, the state appropriation for K-12 education—back in FY2008—would have had to have been
$2.89 hillion greater than it was.5! Rather than increasing funding for education; however, lllinois has cut it by $428 million
since FY2008.

Now consider the state’s own standards. The basic, per-student amount of K-12 public education funding in lllinois is
called the “Foundation Level” which is set by law each year. Made up of a combination of both state and local resources,
the “Foundation Level” is supposed to include most of the basic costs of educating a “non-at-risk” child, that is, a child with
a reasonable likelihood of academic success.

Annually, the nonpartisan Education Funding Advisory Board (EFAB) is required by law to recommend a “Foundation
Level” of per pupil spending that is sufficient to cover the cost of providing an education of adequate quality so that
taxpayers can expect two-thirds of non-at-risk students statewide to pass the state’s standardized tests. To be clear, the
quality of education EFAB costs-out is relatively low. EFAB only considers what it will cost to provide an education
sufficient to get two-thirds of non-at-risk children passing tests—which means it would cost significantly more to get a
higher percentage of our children up to state standards. Moreover, EFAB does not even consider the cost of educating
lllinois’ at risk children, who come from poverty, are English language learners or have special needs. Hence, the EFAB
recommended Foundation Level is no pie-in-the-sky, Cadillac level of funding—indeed, it is significantly less than what is
needed to educate a significant portion of our state’s children.

That said, Illinois’ actual Foundation Level has been significantly less than the EFAB recommendation every year over the
past decade. Figure 26 shows the difference between the dollar amount of the Foundation Level as set by the General
Assembly and Governor, versus what the Foundation Level should have been to cover the basic cost of educating two-
thirds of our non-at-risk children, as recommended by EFAB, over the FY2003 through FY2016 sequence. Projections
made for FY2015 and FY2016 in Figure 26 assume the actual Foundation Level remains flat over those two years as
proposed by the Governor under BFR (the actual Foundation Level has stayed at $6,119 per student for each of the last
five fiscal years now).

Figure 26
Dollar Shortfall in State Per-Pupil K-12 Education Funding to
Meet EFAB Adequate Education Standard by Fiscal Year
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Under the FY2014 budget, the state’s actual Foundation Level will be $2,553 per child less than the EFAB
recommendation. According to ISBE, total additional funding needed in FY2014 to increase the state’s Foundation Level
in the enacted budget up to the EFAB recommendation is $9 billion.5? If CTBA’s projections materialize, in only two years,
llinois” actual Foundation Level will be nearly $3,000 less per child than the cost of a basic education as determined using
EFAB’s recommendation.

Figure 27 shows how the difference between the EFAB recommendation and the state’s actual Foundation Level that can
be expected to grow through FY2016, based on the FY2014 EFAB recommendation, adjusting for inflation in FY2015 and
FY2016, and assuming that General State Aid remains at its current funding level.

Figure 27
EFAB Per-Pupil Funding Recommendation Compared to the
Actual Per-Pupil Foundation Funding Level by Fiscal Year
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Sources: CTBA analysis of January 2013 EFAB data. Inflation projection FY2014-FY2016 based upon ECI inflation of 2.24 percent.

The actual shortfall between the Foundation Level set by the state and the EFAB recommendation will be greater than
what is shown in either Figure 26 or Figure 27 for both FY2013 and FY2014 (and in all likelihood thereafter) due to the
decision to “prorate” General State Aid in both fiscal years. This in turn means that, on the one hand, actual funding for K-
12 has been less than what is indicated in the budget book, and on the other, the cost of bringing state funding up to the
relatively modest level recommended by EFAB would be more than the $9 billion shortfall identified above.

7.2 Trend of Real Cuts to Higher Education Continues in FY2014

The FY2014 General Fund appropriation for Higher Education is $1.991 billion, which represents a nominal increase of
$11.5 million or 0.6 percent from the FY2013 appropriation of $1.979 billion. If fully funded the FY2014 appropriation for
Higher Education will represent a real, inflation-adjusted decrease from FY2013 levels of $37 million or -1.8 percent.

Figure 28
Enacted FY2014 Higher Education Appropriations
Compared to FY2013 in Nominal Dollar and Inflation Adjusted ($ Millions)

0 0 '
Category FY2013 FY2014 $ Difference % Change FY2013 $ Difference | % Change
| 7 Final . (nominal) | (nominal) | Final (real) | (real) _ (real) _
Higher 0 0
| Bl o ‘ $1,979.8 ‘ $1,991.3 ‘ $11.5 ‘ 0.6% $2,028 1.8%
Source: FY2014 CTBA analysis of SB2555 and HB0208. FY2013 appropriations from FY2014 Operating Budget Detail (March 6, 2013),
http://imww2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx. Adjusted using ECI from the BLS as of January 2013, and population growth from the

Census Bureau as of January 2013.

As illustrated in Figure 29, the appropriations for Higher Education in FY2014 represent a nominal dollar decrease of 7.5
percent since FY2000. Once inflation and population changes are accounted for, the true extent of the state’s
disinvestment in Higher Education becomes clear, as total Higher Education appropriations in FY2014 are almost 43
percent less than FY2000 in real terms. The long-term funding trend for Higher Education in Illinois continues to be
negative.
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Figure 29
Percentage Change in Higher Education Funding between
FY2000 and FY2014, in Nominal and Real Terms, under Enacted Budget
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Sources: SB2556, HB0208, COGFA Budget Summary FY2000. FY2000 Appropriations
adjusted using ECI from the BLS as of January 2013, and population growth from the Census
Bureau as of January 2013.

Cuts to Higher Education will make it harder for many lllinois students to attend college at a time when a college degree is
more important than ever for success in the labor market. In fact, as shown in Figure 30, the only cohort of workers in
lllinois who realized a real increase in wages from 1979 through 2010 had a college degree. Every other worker saw his
or her pay—and resultant purchasing power—decline in real terms.

Figure 30
Hourly Wage Comparison by Education Level, 1979 vs 2010 (in real, 2010 $)
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The state’s fiscal woes have severely hampered its ability to assist low-income students pay for college. DNAinfo.com
Chicago reported that FY2013 funding for Monetary Award Program (MAP) grants, which provide this very crucial
support, had been exhausted on March 2, 2013, three months prior to the close of that fiscal year and the earliest that
MAP has ever run out of funding.53

The FY2014 budget, as passed by the 98" General Assembly, allocates $373.2 million to MAP, a slight increase of $1.9
million or 0.5 percent from FY2013. In all likelihood, this slight increase will not match the demand for MAP funding. In
FY2013, demand for MAP funds increased by over 9 percent compared to FY2012 levels, meanwhile FY2014
appropriations are still over $13 million less in nominal dollars than they were in FY2012.54
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7.3 Human Services

Human Services consist of a broad array of programs that cover everything from aiding adults with developmental
disabilities; to providing childcare to single, working parents; assisting homebound seniors; caring for abused and
neglected children; and supporting individuals with substance abuse or mental health concerns. Most of these services
are delivered under the auspices of the DOA, DHS, and DCFS.

In the FY2014 General Fund budget, total appropriations for Human Services are $4.996 billion, which is a 4.7 percent cut
from the final FY2013 budget of $5.240 billion. As illustrated in Figure 31, most agencies charged with providing Human
Services are receiving nominal dollar increases in FY2014, with the exceptions of DHS and DCFS.

According to DHS, reduced agency appropriations because of the closing of mental health facilities in the winter of 2012
are being realized in both the FY2013 and FY2014 budgets.% There was a lag in the actual closing of those facilities, so
the FY2013 appropriations for DHS’s mental health facilities did not reflect the full, anticipated reduction in mental health
spending.5 This delay in the closing and consolidation of mental health facilities is one reason why in FY2014, DHS will
realize a cut of 9.1 percent, from approximately $3.5 billion in FY2013 to $3.179 billion in FY2014.

This significant cut in funding is also due to the enhanced funding the department received in FY2013 from PA 98-17, the
supplemental appropriations discussed in Section 3.3 of this report. Among other things, DHS, operates the state’s
developmental disability programs. Developmental disability programs are entitlement programs, which means services
have to be provided even if the cost of those services exceeds an agency’s appropriations. When the budgeted amount
for these services in a fiscal year is less than the actual cost of services provided in that fiscal year, a liability for unpaid
bills is created can carry forward into the next year. The actual cost of providing development disability services in FY2013
exceed DHS’s estimate, which the original FY2013 budget was built around. Hence, the Human Services supplemental
appropriation in PA 98-17 was necessary to pay for services provided in FY2013 and prevent those bills from being
pushed into the FY2014 budget. The FY2014 appropriation for DHS is based on the agency’s estimate for the full cost of
services that will be provided this year. However, should the cost of services for developmental disability programs once
again exceed the agency’s estimate in FY2014, subsequent liabilities will once again occur that will either require a
supplemental appropriation or be carried forward into FY2015.

DCFS, the agency charged with preventing child abuse and neglect, is scheduled to realize a cut of 4.9 percent from
approximately $732 million in FY2013 to $696 million in FY2014. A majority of the cuts to DCFS come from a reduction in
funding to the agency’s adoption services and foster home services.%’

Figure 31
FY2014 Human Services Appropriations by Agency
Compared to FY2013 Finals in Nominal Dollars ($ Millions)>®

Final FY2013- FY2014
Enacted

2013 to 2014
change %

Agency after vetoes and
supplementals

2013 to 2014 change

Department Of Children

& 0
And Family Services T2 6 ) S
Department Of Human 0
Rights $9 $9.5 $0.5 5.6%
Department Of Human e
Services $3,497.7 $3,179.3 ($318.4) 9.1%
Department Of Veterans'
Affairs $63 $68.3 $5.3 8.4%
Department On Aging $927.1 $1,030.9 $103.8 11.2%
Human Rights
Commission $1.8 $2.1 $0.3 19.3%
lllinois Guardianship And o
Advocacy Commission e 0 02 )
Total $5,240.3 $4,996 ($244.3) -4.7%

Sources: FY2013 CTBA analysis of Operating Budget Detail GOMB, FY2014 Operating Budget Detail (March 6, 2013),
http://www2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx, PA 98-1, PA98-11 and PA 98-17; FY2014 CTBA analysis of PA 98-27.

One of the notable appropriation increases from FY2013 levels went to the DOA, which is scheduled for an 11 percent
increase in FY2014.5° The Community Care Program (CCP), which is administered through the DOA, is scheduled for the
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greatest year-to-year increase—about 9 percent, as shown in Figure 32—in funding of any DOA program. The increase in
CCP funding accounts for approximately 77 percent of the total increase in funding for the DOA for FY2014. The
enhanced funding for CCP was planned as part of PA 96-1501, known as the Medicaid Reform Legislation.® One core
purpose of that legislation was to enhance care coordination efforts between various doctors and their patients, which is
accomplished in part through the CCP. Due to the changes implemented by PA 96-1501, DOA anticipates an increase in
the number of CCP patients, which is why funding for that program is significantly increased from FY2013 to FY2014.

Figure 32
FY2013 and FY2014 Department of Aging Budget

FY2013 ‘ FY2014 $ Change % Change

CCP $895,530.8 $975,809.3 $80,278.5 9%
All Other Services $31,609.0 $55,045.0 $23,436.0 74.1%
Total GRF $927,139.8 $1,030,854.3 $103,714.5 11.2%

Source: lllinois Department on Aging, Fiscal Year 2014 Enacted Budget Aging Network Briefing
(Springdfield, IL: June28, 2013), 11 and 15.

Viewed over the long-term, however, the state has implemented significant cuts to Human Services. Indeed, as with other
core services, lllinois is currently scheduled to spend less in real, inflation adjusted terms on Human Services in FY2014
than it did over a decade ago. As shown in Figure 33, state spending is almost 30 percent less in FY2014 than it was in
FY2000.

Figure 33
FY2014 Human Services Appropriations
Compared to FY2000 in Nominal and Inflation Adjusted Dollars ($ Millions)
FY2000,
Enacted Adj $ Diff FY2014 —
for Infl (ECI) FY2014 FY2000 Adj (ECI % Change
and Pop and Pop Growth)
Growth

I Human Services | $4,599 | $7,112 $4,996| ($2,116)| -29.7%

Sources: FY2000 unadjusted appropriations from Governor’s final budget summary for FY2000; and FY2014 CTBA analysis of PA 98-27.
Appropriations adjusted using ECI-C from the Bureau of Labor Statistics as of January 2013, and population growth from the Census Bureau
as of January 2013.

FY2000

Category Enacted

7.4 Healthcare

Currently Healthcare spending in the state’s General Fund consists primarily of three items: Medicaid for poor, disabled
and low-income populations; Group Health Insurance for state workers and retirees; and, funding for the Department of
Public Health. Overall, Healthcare appropriations in FY2014 are $8.517 billion, which is $60 million more than FY2013.
Figure 34 compares the FY2014 enacted budget to FY2013 in nominal dollars.

Figure 34
Comparison of FY2014 and FY2013 Appropriations for Healthcare
($ Millions)
2013 to 2014 2013 to 2014
Category FY2013 FY2014 change $ change %

Medicaid $6,806 $6,965 $159 2.3%
Group Health $1,450 $1,346 ($104) -7.2%
Other il o
Healthcare $201 $206 $5 2.3%
Total $8,457 $8,517 $60 0.7%

Sources: FY2013 CTBA analysis of Operating Budget Detail GOMB, FY2014 Operating Budget Detail
(March 6, 2013), http://www2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx, PA 98-1, PA98-11 and PA
98-17; FY2014 CTBA analysis of PA 98-17 and PA 98-27.
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The sub-category of “Other Healthcare” consists of various items such as: DHFS administrative and related costs; smaller
non-Medicaid related services delivered by DHFS; services such as women’s health programs provided by the
Department of Public Health; and, the state Comprehensive Health Insurance Plan (CHIP).

Even though Other Healthcare overall is scheduled for a slight year-to-year budget increase, CHIP has been entirely
defunded in the FY2014 budget. CHIP is a state-managed program that provides health insurance to individuals who have
been unable to obtain their own, private insurance because they have been deemed “uninsurable.” Funding for CHIP
comes partly from premiums paid by its participants and General Fund appropriations when premiums do not meet
anticipated expenses. However, because of the healthcare changes implemented as part of the Affordable Care Act
(ACA), individuals who previously relied on CHIP will now be able to obtain health insurance through the healthcare
insurance exchange. Due to the ACA, the CHIP board decided the state should assist individuals in transitioning to other
forms of health insurance and eventually dissolve CHIP.62

The most significant year-to-year decrease in Healthcare, 7.2 percent, is for Group Health. The FY2014 appropriation for
Group Health reflects the increased amounts current public workers will be paying for their health insurance premiums
and savings generated by PA 97-695, which eliminated premium-free healthcare for retirees. In other words, current
employees and retirees will be paying more for their healthcare, and as a result, the portion of Group Health paid for by
the state is reduced. PA 97-695 mandated that CMS set the premium rates to be paid by state retirees who get their
insurance through Group Health. However, the implementation of that legislation was delayed because of lawsuits filed
against it and the drawn out process of determining premium rates. The premium rates for retirees were set as part of the
March 2013 negotiated contract between the state and AFSCME.®3 That negotiated contract also set the increased
premium rates for current employees.

Since Medicaid is such an important topic and accounts for nearly 30 percent of discretionary spending, it is detailed in its
own section of this report. However, even when Medicaid expenditures are taken into account, after adjusting for inflation
the total General Fund appropriation for Healthcare services (excluding Group Health) will be less in FY2014 than it was
in FY2000, as shown in Figure 35.

Figure 35
Healthcare Appropriations FY2014 vs. FY2000 Actuals, Adjusted for Inflation and Population ($ Millions)

FY2000

CaiEaT FY2000 Enacted FY2014 Difference between % Diff FY2014 & FY2000
— Enerzizd Infl& Pop FY2014 - FY2000 Adj Adj
Adjusted
Healthcare
(excluding _ i
Group Health $5,022 $8,911 $8,517 ($394) 4.42%
Insurance)

Sources: FY2000 unadjusted appropriations from Governor’s final budget summary for FY2000; and FY2014 CTBA analysis of Operating Budget
Detail GOMB, FY2014 Operating Budget Detail (March 6, 2013), http://www?2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx. Appropriations
adjusted using Midwest Medical Care CPI from the Bureau of Labor Statistics as of January 2013, and population growth from the Census Bureau as
of January 2013.

7.5 Medicaid

Much of the FY2014 Medicaid budget will be used to roll-out programs related to the ACA as well as the continued
execution of programmatic reforms passed under previous state legislation. During the spring 2012 legislative session, it
was anticipated that in FY2013 the backlog of unpaid Medicaid bills would increase significantly, beyond the $1.9 billion
estimated that would exist at the end of FY2012. To address both the existing backlog of unpaid Medicaid bills—as well
as to limit incurring unpaid bills in the future, several pieces of legislation affecting Medicaid were enacted as part of an
overall healthcare reform package in the spring of 2012.54

The Save Medicaid Access and Resources Together (SMART) Act, PA 97-689, was signed into law as part of that
package, and implemented numerous programmatic changes. These changes included service cuts, patient fee
increases, removing ineligible recipients from the Medicaid program, and reducing provider reimbursement rates.
Because of the SMART Act, the state anticipated spending significantly less on Medicaid in FY2013 than initially
predicted. When originally passed, it was estimated that the SMART Act would save the state $1.6 billion in FY2013;
however, only $1.136 billion in savings were realized—30 percent less than the expected amount.®® This occurred
because: federal permission was denied for a number of the SMART Act’s cuts; implementation of an eligibility check that
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would eliminate ineligible participants from the Medicaid rolls was delayed; and, a plan to save $30 million on reducing
extended hospital stays when certain hospital mistakes happen was stopped by the lllinois Hospital Association.%¢ As
shown in Figure 34, General Fund appropriations for Medicaid in FY2014 total $6.97 billion, a 2.3 percent increase from

FY2013.

The primary reason offered for the programmatic changes to Medicaid implemented in the SMART Act was concern that
the growth in overall expenditures and unpaid bills was absorbing so much state revenue that it was crowding out funding
for other core services in the General Fund budget. However, the data indicate that this concern was, at best, overstated.
Despite the fact that overall Medicaid expenditures did increase significantly over the last five years, the portion of
Medicaid expenditures actually paid for by state, own-source tax revenue remained relatively stable, fluctuating from $4.2
billion in FY2007 to $4.7 billion in FY2012, as shown in Figure 36.

Figure 36

Medicaid Spending by Funding Source
(Federal, State and Local)®’
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Source National Association of State Budget Officers, State Expenditure Report: FY 2010-2012 (Washington, DC: NASBO,
December 20, 2012), 46, Table 28.

Indeed, the increase from FY2011 to FY2012 of $400 million in state own-source revenue used to cover Medicaid
expenses resulted from the loss of the temporary increase in Medicaid matching rates that was implemented as part of
the stimulus under ARRA. According to NASBO, ARRA provided approximately $100 billion to states through the
temporary increase in federal Medicaid matching rates that pertained from October 2008 through June 2011.68

Figure 37 in FY2012, lllinois spent less on Medicaid in real, inflation-adjusted dollars than it did less than a decade ago.
Indeed, when adjusted for inflation and population growth, Illinois state, own-source revenue used to pay for Medicaid
actually declined by $320 million or 6.37 percent from FY2007 to FY2012.

Figure 37
FY2012 State Own-Source Medicaid Spending
Compared to FY2007 in Nominal and Inflation Adjusted Dollars ($ Millions)

FY2007 Enacted | $ Diff FY2012—
Adj for Infl FY2007 Adj

0,
Category FY2007 FY2012 (MMWCPI) and (MMWCPI and % Change
Pop Growth Pop Growth)
Medicaid State o
GF Spending $4,200 $4,700 $5,020 ($320) 6.37%

Source National Association of State Budget Officers, State Expenditure Report: FY 2010-2012 (Washington, DC: NASBO,
December 20, 2012), 46, Table 28.

30|Page
©2013, Center for Tax and Budget Accountability



Part of the healthcare reform package signed into law in 2012 was also intended to pay the state’s backlog of Medicaid
bills and stymie future growth of unpaid Medicaid liabilities. By FY2012, the amount of unpaid Medicaid bills had grown to
$1.9 billion.® The reforms in the SMART Act aimed at paying down $1.1 billion of that backlog. The revenue to pay these
bills was gained through a combination of General Fund appropriations, new cigarette and tobacco tax revenue, new
hospital assessment revenue, new patient fees, and the federal match generated thereby. As shown in Figure 38, only
$151 million of FY2013 General Fund revenue authorized in May 2013 under PA 98-11 was used to pay down FY2012
Medicaid bills. The vast majority of the revenue used to pay the Medicaid backlog came from non-General Fund sources.

Figure 38
Revenue Sources for FY2013 Repayment of
$1.1 Billion in Medicaid Bills Left Over from FY2012

($ Millions)
(i)
® General Fund Transfers Out $151
® New Cigarette and Tobacco Tax Revenue $350
® Enhanced Hospital Assessment Fees $50
® Subtotal State Revenue $551
(i) | Federal Match on the Above $551
(i) | Total Payment in FY2013 of FY2012 Medicaid Bills $1,102
Source: Department of Healthcare and Family Services, Final Legislative Package to Save Medicaid (Springfield,
IL: May 2012).

Unpaid Medicaid bills are commonly referred to as “Section 25 liabilities.” Under Section 25 of the State Finance Act,
Medicaid costs incurred in one fiscal year may be paid from future years’ appropriations.”® Basically, under Section 25 the
cost of services rendered in one fiscal year may never actually be reflected in that year’s budget, because the bills can be
pushed into the next fiscal year. In an attempt to limit the practice of deferring Medicaid bills, PA 97-691 was enacted as
part of the 2012 reform package. PA 97-691 requires that all Section 25 liabilities be phased out over a ten year period
and eliminated by FY2021. The Act also limited the amount of Section 25 liabilities that can accumulate outside of the
General Fund budget to $700 million in FY2013 and $100 million thereafter.”*

FY2014 will also see the implementation of the ACA. With the rollout of the ACA, DHFS anticipates an influx of “existing”
eligible Medicaid enrollees—i.e. individuals who qualified for Medicaid before the ACA expansion but never signed up.
Because these individuals qualify for Medicaid under pre-ACA qualification rules, state spending for their Medicaid
services is matched at 50 percent from the federal government. For FY2014, DHFS anticipates 33,800 “existing eligible”
individuals to enroll. 72 DHFS projects the cost of these enrollees will be $56 million in FY2014—$28 million of which will
be paid with the state’s own-source revenue, and the other $28 million will be from federal reimbursements.”?

Existing eligible Medicaid enrollees are in contrast to “newly” eligible Medicaid enrollees who can now get Medicaid health
insurance under the ACA’s expanded definitions for who qualifies for the program. Spending for these individuals will be
100 percent federally matched through calendar year 2017. DHFS anticipates 69,100 “newly eligible” individuals to enroll
by the end of FY 2014.7* However, it is unclear at this time if the spending for those individuals is included in the agency’s
General Fund budget. Over the long term, implementation of the ACA will have a significant impact on the state’s budget
and Medicaid program. This is because, in the aggregate, the state could realize $12 billion in increased federal funding
between FY2014 and FY2020 to pay for Medicaid services for the newly eligible enrollees.”™

7.6 Unrealistic Schedule for Repayment of Debt Owed to the Pension Systems Continues to
Strain Fiscal Resources.

As he did last year, Governor Quinn focused much of his budget address for FY2014 on the state’s annually increasing
pension payments—required under existing law—as the primary reason behind cuts to core services. However, the
Governor did not distinguish between the growth in annual pension payment caused by debt service (virtually all) versus
that caused by the cost of funding benefits for current workers (virtually none). Understanding the source of growth in the
annual pension payment is crucial if a sustainable solution to the pension-funding crisis is to be implemented.

The state has the responsibility to fund five distinct public employee pension systems: TRS,’6 SURS, SERS, GARS, and
JRS. Presently, all five retirement systems are significantly underfunded. To be considered financially sound, a public
pension system should have a funded ratio of at least 80 percent—meaning it has 80 percent of the assets needed to pay
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all obligations as they become due overtime, based on actuarial estimates.”” None of lllinois’ five systems is funded at
even 50 percent. That means, based on actuarial assumptions and projections, the state’s pension systems have
significantly less in accumulated assets than what they would need to pay all benefits earned, as those benefits come
due.

Figure 39 shows the current financial condition of each retirement system. At the start of FY2013, the retirement systems
had a combined unfunded liability of $95 billion, and collectively were just 40.4 percent funded.”®

Figure 39
Summary of State-Sponsored Retirement
Systems’ Financial Conditions as of FY2012

($ Millions)
Liability
TRS $37,945.4 $90,024.9 $52,079.5 42.1% |
SURS $13,949.9 $33,170.2 $19,220.3 42.1%
SERS $11,477.3 $33,091.2 $21,613.9 34.7%
JRS $601.2 $2,021.7 $1,420.5 29.7%
GARS $56.1 $303.5 $247.4 18.5%
Combined $64,029.9 $158,611.5 $94,581.6 40.4%

Source: COGFA, IL State Retirement Systems: Financial Condition as of June 30, 2012 (Springfield, IL: February 2013), 24.7°

Due to a significantly backloaded repayment schedule for debt owed to the retirement systems, the overall unfunded
liability shown in Figure 39 is projected to increase by at least $6 billion, meaning FY2014 likely began with systems
having an aggregate unfunded liability in excess of $100 billion.&°

Being underfunded is nothing new for the state’s pension systems, not once in the last two decades have the systems
collectively been funded at 80 percent. Figure 40 shows the combined funded ratio for all five state pension systems from
FY1994-FY2012.

Figure 40
State Retirement Systems Historical Funded Ratio
FY1994-FY2012
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Source: Funded ratios for are from COGFA’s annual report on the pension systems.8!

The state’s FY2013 General Fund contribution to the five state-sponsored pension systems will be $5.11 billion. That
$5.11 billion amount: (i) includes payments made to the pension systems by state agencies out of their respective agency
appropriations ($5.45 million); and (i) excludes (A) retiree healthcare benefits for individuals employed by a non-Chicago
public school or public community college ($90.86 million) and (B) state contributions to the Chicago Teachers’ Pension
Fund ($10.93 million). By law, the General Fund contribution increases to $6.19 billion in FY2014. Figure 41 provides a
breakdown of the FY2012, FY2013, and FY2014 state pension contributions.

32|Page
©2013, Center for Tax and Budget Accountability



Figure 41
FY2012-FY2014 Projected General Fund Pension Contributions

($ Millions)®

TRS $2,406.6 $2,703.6 $3,438.7
SURS $750.5 $1,252.8 $1,311.8
SERS $911.7 $1,054.3 $1,097.4
JRS $63.6 $88.2 $126.8
GARS $10.5 $14.2 $13.9
Total General Fund

Contribution for Pensions $4,142.9 $5,113.0 $5,988.6

Source: CTBA analysis of Operating Budget Detail GOMB, FY2014 Operating Budget Detail (March 6, 2013),
http://wwwz2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx; PA 98-17 of the 98" General Assembly; and
COGFA, IL State Retirement Systems: Financial Condition as of June 30, 2012 (Springfield, IL: February 2013).

The pension contribution for FY2014 is a 17.12 percent increase from the FY2013 contribution, which itself was a 23.41
percent increase from FY2012. These significant year-to-year increases are scheduled to continue under current law.

The primary reason for the significant, annual growth in the state’s pension contribution is poorly understood and is often

not reported correctly in the media. It has nothing to do with increasing benefits for workers, nor any other inherent aspect
of the pension systems themselves. By far and away, the main reason the state’s contributions to its pension systems are
increasing so much annually is the unrealistic, heavily back-loaded schedule the legislature set back in 1995 for repaying

the debt the state owes to its pension systems.

Two compelling data points conclusively prove that debt is driving the increase in annual pension payments. First, of the
roughly $5.1 billion General Fund contribution to the five pension systems estimated for FY2013, about $1.1 billion is the
normal cost of funding benefits being earned by current workers, whereas well over three-quarters, $4.0 billion, is
repayment of debt. Of the $5.99 billion General Fund contribution to the five pension systems for FY2014, about $1.1
billion is attributable to the normal cost of the benefits being earned by current workers, while $4.89 billion constitutes debt
repayment. Figure 42 distinguishes between normal cost and debt service components of annual General Fund payments
to the pension systems for FY2012-FY2014. Over four out of five taxpayer dollars paid as part of the state’s annual
pension contribution go to paying down pension debt, not to funding benefits being earned by current workers. Indeed, the
entire 17.12 percent year-to-year growth in the GF pension contribution from FY2013 to FY2014 is due to increasing debt
service under the existing repayment schedule.83

Figure 42
Normal Cost vs. Debt
General Fund Pension Contributions FY2012-FY2014
(% Billions)s4

Normal Cost $1.17B $1.10B $1.10B

Debt Service $2.97 B $4.01 B $4.89 B

Source: CTBA analysis of Operating Budget Detail GOMB, FY2014 Operating Budget Detail (March 6,
2013), http://www?2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx; PA 98-17 of the 98" General
Assembly; and COGFA, IL State Retirement Systems: Financial Condition as of June 30, 2012
(Springfield, IL: February 2013).

Second, when one considers the factors that have contributed to the growth in the state’s unfunded liability since FY1996,
the amount borrowed from what should have been paid to the systems is by far the largest reason for this growth. Figure
43 shows the sources of growth in the state retirement systems combined unfunded liability from FY1996-FY2012. As
Figure 43 demonstrates, the greatest cause of the state’s unfunded liability has been borrowing against the pension
systems. This borrowing meant that the state’s contributions were not sufficient to pay for both benefits earned by current
employees and interest on the pre-existing unfunded liability. Without sufficient contributions, an unfunded liability
annually grows by a retirement system’s investment rate assumption (which ranges from seven percent to eight percent
among lllinois’ five state systems). The state’s annual contribution to the retirement systems for debt service can be
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thought of as having two components: one part goes to pay down principal and the other is for interest on the principal.
This is similar to paying down a credit card bill or home/car loan.

Figure 43
Growth in Unfunded Liabilities for the Five State Systems (FY 1996-2012)
335 $327
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Source: COGFA, Special Pension Briefing (Springfield, IL: COGFA, November 2012).

As Figure 43 shows, the significant debt owed to the pension systems is the core cause of the systems’ cumulative unfunded
liability—a situation that did not arise overnight. In fact, lllinois lawmakers essentially borrowed against the pension systems
for decades by underfunding what was owed, and instead diverted the revenue that should have gone towards pensions to
fund the delivery of current services—Ilike Healthcare, Education, and Public Safety. At the end of FY1994, lllinois lawmakers
had borrowed so much against the pension systems that combined, the five systems were just 54.5 percent funded—
meaning that just over half of all liabilities were covered by assets—and had an aggregate unfunded liability of $17 billion.

In FY1995, the General Assembly passed and Governor Jim Edgar signed into law PA 88-593, purportedly to resolve this
problem by creating a schedule to repay what had been borrowed from the pension systems. This Act mandated that the
state’s annual pension contributions be made pursuant to a continuing appropriation based on a 50-year funding plan now
known as the “Pension Ramp.” Under the Pension Ramp, the state’s annual contributions are calculated so that, if made
in accordance with the schedule, by the end of FY2045, all five systems will be 90 percent funded.

Even though PA 88-593 was ostensibly created to repay the debt owed to and resolve the underfunding of the pension
systems, the legislation—by law—actually continued the practice of borrowing against contributions owed to the pension
systems to subsidize the cost of delivering public services for 15 years after its passage. PA 88-593 accomplished this
boondoggle by creating the following two-phase repayment schedule:

Part 1—Fiscal Years 1996-2010—during this “15-year phase-in period”, the state’s annual contributions were
calculated as a very low percentage of payroll, which was steadily increased from year-to-year so that by FY2011
the annual contribution would finally reach a point that the state could begin paying debt owed to the retirement
systems. This phase underfunded the systems because the state’s contributions required by law were often not
enough to cover the cost of funding benefits earned by current workers much less pay principle or interest on the
debt. The state’s insufficient contributions during Part 1 effectively increased the unfunded liability of the five
pension systems by $24.7 billion.8%

Part 2—Fiscal Years 2011-2045—during this phase the state is annually required to pay a level percent of payroll
that is sufficient, when added to employee contributions, investment income and other income, to bring the
systems to a 90 percent funded ratio by the end of FY2045. A level percent of pay is one way to amortize an
unfunded liability. Under this method of amortization, the debt service contribution in dollar amounts increases
from year-to-year, creating a backloaded repayment schedule—making it a favorite of elected officials.

Figure 44 shows the actual pension contributions for FY1996-FY2012 and projected state pension contributions under
current law for FY2013-FY2045.
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Figure 44
Funding Schedule for State Contributions to the Five State Pension Systems

($ Millions)®®
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Source: COGFA, Special Pension Briefing (Springfield, IL: COGFA, November 2012).

Despite reducing pension benefits for employees hired on or after January 1, 2011 (i.e. the creation of “Tier II"), the state’s
required contributions nevertheless are projected to take up increasingly more of the annual General Fund budget over
time. For each of the five systems to be 90 percent funded by the end of FY2045, the state’s annual payments will have to
grow by a cumulative average of 3.5 percent annually for the remainder of the funding schedule (FY2013-FY2045).
Despite these annual increases, the state’s contributions under the Pension Ramp are currently not even enough to
prevent the unfunded liability from growing year-to-year. In fact, under the current backloaded payment plan, the
aggregate unfunded liability does not begin to shrink until after FY2030.87 In other words, for at least the next 15 years,
lllinois taxpayers will continue to pay billions of dollars without making much of a dent in the unfunded liability.

To date, nearly all bills introduced to resolve this problem fail to accomplish that purpose for one simple reason: they
focus on cutting benefits—which are not driving the annual cost increases—and avoid re-amortizing the debt, which is
driving the increase in annual pension payments.

Indeed, the data clearly show that reducing benefits cannot generate enough savings to relieve the pressure created by
the significant year-to-year increases in debt service required to be paid to the state’s pension systems under current law.
Figure 45 uses estimates prepared by GOMB, and provides a comparison of the annual General Fund contributions to the
retirement systems under current law to what the payments would be reduced to after savings created by Governor
Quinn’s Pension Stabilization Plan. That plan offers a cost-of-living adjustment (COLA) choice to all current employees
and retirees hired before January 1, 2011. GOMB estimates the Pension Stabilization Plan will save, in total, between $65
and $88 billion through FY2045.
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Figure 45
FY2013 — FY2045 General Fund Contributions to IL State Pension Systems
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The blue line shows total General Fund contributions if the normal cost—i.e. the cost of benefits being earned by active
employees—for TRS and SURS is not shifted to local school districts, universities and community colleges, while the
green line shows what happens if the normal cost is shifted.

Note that GOMB’s estimates assume that 50 percent of individuals will choose to accept a reduced COLA in exchange for
maintaining access to the retiree healthcare programs managed by CMS, which is probably optimistic. Nevertheless, even
using such an optimistic assumption, Figure 45 demonstrates that annual payments under the Pension Stabilization Plan
still grow at such high rates from year-to-year that the state will not be able to make them. The reason for that, of course,
is that the proposal fails to re-amortize the debt owed to the pension systems, and the current, unaffordable repayment
schedule for that debt is what is straining resources.

Another note on using benefit reductions to alleviate the state’s pension problem: the entire approach may be
unconstitutional .88 [llinois has one of the strongest constitutional protections of public worker pension benefits in the
nation. Article Xlll, Section 5 of the lllinois constitution plainly states that pension benefits “shall not be diminished or
impaired.” Legislation that reduces benefits for current employees and/or retirees—which includes increasing employee
contributions, increasing retirement age, or delaying the COLA—are in all likelihood unconstitutional. If such legislation is
passed, it will inevitably be challenged in court and the state will have to pay for any related court costs. Should legislation
ultimately be found unconstitutional, the state will end up in an even worse fiscal situation, with the responsibility to repay
any savings generated from the unconstitutional benefit cut—uwith interest. This is precisely what just happened in
Arizona, which has a pension protection clause in its state constitution that is very similar to Article XllI, Section 5 of the
lllinois Constitution. In 2012, a law in Arizona that increased current employees’ contribution rates was found to be an
unconstitutional diminishment of pension benefits. As a remedy, the court ordered Arizona to repay its workers the dollar
amount of these increased contributions, plus interest.8 Obviously, any such outcome for lllinois would only worsen the
state’s already dismal fiscal condition.

Instead of focusing on benefits, lawmakers should re-amortize the debt currently owed to the pension systems using a
level dollar, rather than level percent of payroll, amortization schedule. After all, the data clearly indicate the fiscal strain
caused by the unfunded liability is fundamentally a debt—not a benefit—problem. Focusing on benefits ignores this fact
and allows the fiscal pressure caused by the unaffordable back-loaded payment schedule under current law to remain in
place.

An amortization schedule based on a level dollar approach creates a far more realistic and attainable repayment plan than
does a level percent of payroll—which is current law—because the debt service contribution stays the same from year-to-
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year in nominal dollars. This means that in real, inflation-adjusted dollars the annual payment becomes a declining
financial obligation over time. To achieve full funding—a 100 percent funded ratio—in thirty-three years, the remainder of
the Pension Ramp schedule, the annual debt service contribution would, even under a level dollar approach be
unaffordable for the state, totaling some $8.6 billion.

However, a more realistic use of the level dollar approach could be implemented that resolves the problem in an
affordable manner. For example, the state could issue a $5 billion Pension Obligation Bond (POB) in FY2014, and reset
its target funding level from 90 percent to 80 percent in FY2045. Another key element of creating an attainable, realistic
payment plan would be to have a step-level dollar amortization schedule that started at $5.2 billion in FY2014, increasing
by $200 million each year until an annual debt payment of $6.8 billion was reached in FY2022. The debt service payment
for FY2022-FY2045 would then remain flat at $6.8 billion. Last, the state should be required to utilize revenue currently
allocated to the debt service on three previous pension obligation bonds (issued respectively in FY2003, FY2010, and
FY2011) as additional contributions to the pension systems once those bonds are retired. As shown in Figure 46, under
this approach the payment obligation flattens out, which eliminates the pressure caused by the current, backloaded
schedule.

Figure 46
State Pension Payment Comparison
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Sources: (i) Current law includes contributions made by all funds, COGFA, Special Pension Briefing
(Springfield, IL: COGFA, November 2012); and (ii) re-amortization is estimate done by CTBA, and
excludes FY2014 $5 billion pension obligation bond. Both lines include both debt and normal cost
payments.
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APPENDIX A: ENDNOTES

1 PA 96-1496 changed the tax rates in Section 201 of 35 ILCS 5.

2 Figure is based on gross appropriations, meaning the $500 million estimated unspent appropriations is not netted out.
3 Two Public Acts codified BFR into law: PA 96-0958 and PA 96-1529.
4 CTBA’s analysis of the FY2013 enacted budget used the anticipated FY2013 Group Health liability of $1.17 billion.

5 lllinois Government News Network, Governor Quinn Takes Budget Action; Cuts Spending; Reforms Medicaid; Pays Bills. (Chicago:
Illinois Government News Network, June 30,2012),
http://wwwa3.illinois.gov/PressReleases/ShowPressRelease.cfm?SubjectiID=2&RecNum=10357

6 Figures exclude $264 million appropriation to the Comptroller’s office. PA 97-685 transferred $264 million from the General Revenue
Fund to the Comptroller’s office, and then in turn the Comptroller transferred that exact amount to the FY 13 Backlog Payment Fund.
PA 97-732 then required any monies in the FY 13 Backlog Payment Fund to be transferred to the General Revenue Fund for the
purpose of paying FY2012 bills. COGFA has classified this $264 million as a one-time, non-recurring revenue source in State of lllinois
Budget Summary: Fiscal Year 2014 (see page 50).

7 CTBA, lllinois FY2013 General Fund Enacted Budget Analysis (Chicago: August 2, 2012).

8 Muschinske, Jim, Monthly Briefing for April 2013: April Surprise — Revenues Skyrocket But are they One-Time? (Springfield, IL:
COGFA, April 2013).

9In 2010, lawmakers passed legislation that temporarily reduced the employee Social Security tax rate from 6.2 percent to 4.2 percent,
and that temporary reduction automatically expired at the end of 2012. Source: Center on Budget and Policy Priorities, Policy Basics:
Federal Payroll Taxes (Washington DC: April 2013) http://www.cbpp.org/cms/?fa=view&id=3853

10 FY2012 carry forward deficit at the start of FY2013 was $9.355 billion. That original FY2012 carry forward deficit has been reduced
by $360 million in this report because two appropriations in FY2013 ($173 million for the Department on Aging; $63 million for the
Department of Healthcare and Family Services; and, $151 million for Medicaid) were specifically to pay for liabilities incurred but not
paid for in FY2012.

11 35ILCS 5/901

12 COGFA, FY2014 Economic Forecast and Revenue Estimate and FY2013 Revenue Update (Springfield, IL: March 12, 2013), 26.
13 35 |LCS 5/901(d)(4.5)

14 Hugh Stretton, Economics: a New Introduction (London: Pluto Press, 1999), 623.

15 Institute on Taxation and Economic Policy, Who Pays? A Distributional Analysis of Tax Systems in All 50 States Fourth Edition
January 2013), 52. Includes all State Sales, Excise, Property, and Income Taxes

16 CTBA analysis of Current Population Survey data. Inflation based on Bureau of Labor Statistics, CPI-U-RS.

17 Federation of Tax Administrators, State and local tax collection by source FY 2010 (Washington, DC: FTA, May 2013).
18 35 |LCS 120/1 to 120/14; 35 ILCS 105/1 to 105/22; 35 ILCS 115/1 to 115/21; 35 ILCS 110/1 to 110/21

19 CTBA Analysis of BEA Data, IL GDP by Industry, (Washington, DC: 2008) http://www.bea.gov/regional/gsp

20 GOMB, FY2014 Budget Book (Springfield, IL: March 6, 2013), Ch. 2-62.

21 For complete detail on revenue transferred to local governments via the LGDF see 35 ILCS 5/901(b).

22 PA 96-1496, known as the Taxpayer Accountability and Budget Stabilization Act, signed into law January 13, 2011, raised the lllinois
Personal Income Tax rate from 3 percent to 5 percent and the Corporate Income Tax rate from 4.8 percent to 7percent for 2011 to
2014. These rates are supposed to go back down in subsequent years, eventually to 3.25 percent and 4.8 percent respectively in 2025.

23 GOMB, FY2014 Budget Book (Springfield, IL: March 6, 2013).

24 A small portion of the state’s annual required pension contribution is made via state agencies, and these contributions have been
kept in the General Fund service budget to allow for historical comparisons. Another small portion is also paid from non-General Fund
sources.

25 Members of the Teachers’ Retirement System are eligible to participate in the Teachers Retirement Insurance Program (TRIP) and
individuals employed by a public community college are eligible for the College Insurance Program (CIP). The retiree health insurance
program for members of GARS, SERS, JRS and non-community college retirees in SURS is the State Employees’ Group Insurance
Program (“Group Health”). Line item appropriations for CIP and TRIP are reported in GOMB’s Operating Budget
(http:/Iwvww?2.illinois.gov/gov/budget/Pages/BudgetBooks.aspx) as appropriations to SURS and TRS, and as such, these appropriations
have been categorized as hard costs in this report. Line item appropriations for Group Health are reported by GOMB as an
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appropriation to the Department of Central Management and appropriations for retirees are not easily distinguished from appropriations
made for current workers health insurance, as such, this report categorizes these appropriations as part of the General Fund Service
budget.

26 Public Acts 98-17 and 98-24.

27 Human Services category also includes the following agencies: Department of Human Rights, Department of Veterans’ Affairs,
Human Rights Commission, and the lllinois Guardianship and Advocacy Commission.

28 Other agencies included in the Public Safety category are: Department of Military Affairs, Illinois Criminal Justice Information
Authority, Illinois Emergency Management Agency, lllinois State Police Merit Board, and the Prisoner Review Board.

2% The Healthcare category also includes the Comprehensive Health Insurance Plan (CHIP).

30 Sources: CTBA analysis using (i) US Census Bureau. “Annual Estimates of the Resident Population: April 1, 2010 to July 1, 2012:
July 2012 totals.” Last updated December 2012. http://factfinder2.census.gov/faces/nav/jsf/pages/index.xhtml; and (ii) US Bureau of
Economic Analysis. "2012 State GDP.” Last modified June 6, 201. http://www.bea.gov/.

31 CTBA analysis of: (i) National Association of State Budget Officers, Fall 2012: Fiscal Survey of the States (Washington, DC: 2012);
(ii) General Fund budgets from all 50 states; and, US Census Bureau. “Annual Estimates of the Resident Population: April 1, 2010 to
July 1, 2012: July 2012 totals.” Last updated December 2012. http://factfinder2.census.gov/faces/nav/jsf/pages/index.xhtml.

32 Bill Smith, AP: lllinois has fewest state workers per capita (Evanston, IL: Evanston Now, December 21, 2011),
http://evanstonnow.com/story/government/bill-smith/2011-12-21/46892/ap-illinois-has-fewest-state-workers-per-capita

33 CTBA analysis of: (i) National Association of State Budget Officers, Fall 2012: Fiscal Survey of the States (Washington, DC: 2012);
(ii) General Fund budgets from all 50 states; and, (iii) US Bureau of Economic Analysis. “2012 State GDP.” Last modified June 6, 2013.

34 Note numbers may not perfectly add due to rounding.
35 State of lllinois Comptroller, GAAP Fund Balance, http://www.ioc.state.il.us/index.cfm/fiscal-condition/gaap-fund-balance

36 FY2009 net appropriations were $29.20 billion, as reported in GOMB, FY2010 Proposed Operating Budget (Springfield, IL: March
2009), Ch. 2-12.

37 PA 96-1496

38 FY2009 hard costs were $3.04 billion, as reported in GOMB, FY2010 Proposed Operating Budget (Springfield, IL: March 2009), Ch.
2-12.

39 COGFA, 3-Year Budget Forecast FY2013-FY2015, (Springfield, IL: March 2012). Revenue estimates beyond FY2016 assume (i)
state source growth will be in-line with historic rate of 2.8 percent and (ii) federal funding will be flat.

40 public spending on the core services is based on these assumptions: (i) projecting spending on core services using the
Congressional Budget Office’s projection on employment growth and population growth using the lllinois Department of Commerce and
Economic Opportunity’s population projections; (ii) pension contributions based on the funding plan put in place by Public Act 88-593;
(iii) statutory transfers are projected based on historic CPI-U growth and population growth using the lllinois Department of Commerce
and Economic Opportunity’s population projections; and (iv) bond debt service is the General Revenue Fund schedule reported by the
Comptroller in FY2011 Bond Indebtedness and Long Term Obligations.

41 See GOMB, 2013 Three Year Projection, (Springfield, IL: January 11, 2013),
http://www.state.il.us/budget/Financial%20Reports/3%20Year%202013%20FINAL.pdf

42 Doug Finke, Senate approves education budget, (May 29, 2013: Springfield, IL), http://www.sj-r.com/thedome/x1039450521/Senate-
approves-education-budget, retrieved May 31, 2013.

43 |llinois State Board of Education, FY2014 Budget Request, As Approved by the Board 1/24/2013, (Springfield, IL: January 24, 2013),
http://www.isbe.state.il.us/budget/FY14/FY14-budget-request.pdf

44 llinois State Board of Education, Fact Sheet: Changing lllinois Public School Demographics and Education Funding, (Springfield, IL,
March 2013), http://www.isbe.net/budget/FY 14/fact-sheet3-demo-funding.pdf

45 bid.

46 Governor’s Office of Management & Budget, Three Year Budget Projection (General Funds), FY14-FY16, (Springfield, IL: January
11, 2013), http://www.state.il.us/budget/Financial%20Reports/3%20Year%202013%20FINAL.pdf

47 U.S. Department of Education, National Center for Education Statistics, Revenues and Expenditures for Public Elementary and
Secondary Education: School Year 2009-2010 (Fiscal Year 2010), (Washington, DC: November 2012), 7.

48 Center for Tax and Budget Accountability, Money Matters: How the lllinois School Funding System Creates Significant Educational
Inequities that Impact Most Students in the State, (Chicago, IL: September 2008), 6.

49 Center for Tax and Budget Accountability, Funding Our Future, Reforming lllinois Tax Policy, (Chicago, IL: October, 2010), 10.
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50 CTBA analysis of National Association of State Budget Officers, 2011 Annual Fiscal Survey of States; Bureau of Economic Analysis,
GDP by State 2011 (Washington, DC: May 2013),
http://www.bea.gov/iTable/iTable.cfm?reqid=70&step=1&isuri=1&acrdn=1#reqid=70&step=1&isuri=1.

51 CTBA, Funding Our Future, Reforming lllinois Tax Policy, (Chicago, IL: October 2010), 10.
52 Education Funding Advisory Board, lllinois Education Funding Recommendations, (Springfield, IL: January 2013), 1.

53 Hutson, Wendell, DNAinfo.com Chicago, lllinois College Grant Program Dries Up Early, (March 8, 2013),
http://www.dnainfo.com/chicago/20130308/chicago/college-grant-program-dries-up-early-for-needy-students, retrieved March 21, 2013.

54 Hutson, Wendell, DNAinfo.com Chicago, lllinois College Grant Program Dries Up Early, (March 8, 2013),
http://www.dnainfo.com/chicago/20130308/chicago/college-grant-program-dries-up-early-for-needy-students, retrieved March, 21,
2013.

55 [llinois Department of Human Services, Fiscal Year 2014 Budget Briefing Presentation (Springfield, IL: March 6,2013)
http://www.dhs.state.il.us/page.aspx?item=65204

56 The Department of Human Services is still anticipating the closing of Murray Development Center

57 lllinois Federation of Teachers, 2013 End of Session Report (Springfield, IL: June 21, 2013) http://www.ift-
aft.org/legislative/legislativeupdate/13-06-21/2013_End_of_Session_Report.aspx

58 All budget figures have been rounded to the nearest tenth in this figure, therefor totals may not add due to rounding.

59 llinois Department on Aging, Fiscal Year 2014 Introduced Budget-Aging Network Briefing(Springfield, IL: March 2013)
http://www.state.il.us/aging/1aboutidoa/Budget_fyl4introduced.pdf

60 While this legislation is different than the Save Medicaid Access and Resources Together Act, PA 97-689, both are part of an overall
Medicaid reform package enacted in 2011 and 2012.

61 Figure for FY2013 excludes $36 million appropriation to DHFS because that appropriation was for liabilities incurred for the College
Insurance Program in FY2012 or earlier, and as such it does not constitute FY2013 spending on services. Source: PA 97-685, Section
15 of Article 6. That $36 million is accounted for by reducing the FY2012 deficit carried forward into FY2013.

62 |llinois Comprehensive Insurance Plan Board Minutes (Springfield, IL; March 19, 2013),
http://www.chip.state.il.us/Weblnfo.nsf/0/8B8BDBCFBABD076A86257B5D0069C25B/$File/Board%20meeting%20minutes%20March%
2019%202013.pdf?OpenElement, Communication between CTBA and The Senate Democrats.

63 [llinois Department of Central Management Services, AFSCME Contract Changes (Springfield, IL)
http://www2.illinois.gov/cms/employees/personnel/documents/emp_afscmel2chg.pdf

64 The Public Acts were: PA 97-687, which impacted the Cook County Health and Hospitals Systems; PA 97-688, which increased the
cigarette tax and changed hospital assessment fees; the Save Medicaid Access and Resources Together Act (PA 97-689); PA 97-690,
which defined charity care; and, PA 97-691, which augmented Section 25 of the Finance Act.

65 Associated Press, lllinois Medicaid cuts fall short of projected savings (February 21, 2013),
http://www.chicagobusiness.com/article/20130221/NEW S02/130229926/illinois-medicaid-cuts-fall-short-of-projected-savings.

66 |llinois Department of Healthcare and Family Services, SMART Act Implementation Status Report (Springfield, IL; March 19,2013),
http://mww?2.illinois.gov/hfs/SiteCollectionDocuments/SMARTActReport.pdf

67 The FY2012 Medicaid expenditures are estimated.

68 National Association of State Budget Officers, State Expenditure Report, FY 2010-2012 (December 20, 2012), 44.

69 |llinois Department of Healthcare and Family Services, Final Legislative Package to Save Medicaid (Springfield, IL: May 2012).
70 30 ILCS 105/25

1 PA 97-691

72 |llinois Department of Healthcare and Family Services, FY2014 Budget Overview (Springfield, IL; March 6, 2013), 7.

73 |llinois Department of Healthcare and Family Services, FY2014 Budget Overview (Springfield, IL; March 6, 2013), 21.

74 llinois Department of Healthcare and Family Services, FY2014 Budget Overview (Springfield, IL; March 6, 2013), 7.

75 |llinois Department of Healthcare and Family Services, FY2014 Budget Overview (Springfield, IL; March 6, 2013), 20.

76 TRS does not include teachers for the Chicago Public School system, which has its own pension fund.

7' U.S. Government Accountability Office, State and Local Government Retiree Benefits— Current Status of Benefit Structures,
Protections, and Fiscal Outlook for Funding Future Costs (Washington DC: September 2007),
http://www.gao.gov/assets/270/267150.pdf
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http://www.chicagobusiness.com/article/20130221/NEWS02/130229926/illinois-medicaid-cuts-fall-short-of-projected-savings

8COGFA, IL State Retirement Systems: Financial Condition as of June 30, 2012 (Springfield, IL: February 2013).
79 Assets are calculated using the actuarial value of assets method, which smoothes losses/gains over five years.
80 COGFA, IL State Retirement Systems: Financial Condition as of June 30, 2012 (Springfield, IL: February 2013), 97.

81 For FY2009-FY2012, the funded ratio is calculated with asset smoothing, prior to FY2009 the funded ratio was calculated using the
market rate of assets.

82 Figures exclude contributions made to CTPF and for retiree insurance; figure for SERS includes pension contributions made by both
the state and agencies; and figures for SERS and SURS exclude contributions made via other state and federal funds. Nearly 90
percent of the state’s required pension contribution is made via the General Fund.

83 Figures show General Fund pension contributions only and exclude pension contributions made by school districts, other state funds
and federal funds. Including employer contributions from all sources, however, the FY2014 employer normal cost is slightly higher (1.4
percent) than FY2013, and the FY2013 employer normal cost is significantly less (5.9 percent) from the FY2012 employer nhormal cost.
The long-term projections show the employer normal cost decrease, because of Tier-Il, and the debt service contributions increasing.

84 Figures exclude contributions made to CTPF and for retiree insurance; figure for SERS includes pension contributions made by both
the state and agencies; and figures for SERS and SURS exclude contributions made via other state and federal funds. Approximately
90 percent of the state’s required pension contribution is made via the General Fund.

85 COGFA, A Report on the Appropriateness of the 90% Funding Target of Public Act 88-593, (Springfield, IL: June 2011), 9.
86 Contributions shown include contributions made from all funds, not just the General Fund.
87 COGFA, IL State Retirement Systems: Financial Condition as of June 30, 2012 (Sprindfield, IL: February 2013), 97.

88 Article XIIl, Section 5 of the lllinois Constitution. See also: Eric M. Madiar, Is Welching on Public Pension Promises an Option for
lllinois? An Analysis of Article XIlI, Section 5 of the lllinois Constitution,
http://www.senatedem.ilga.gov/phocadownload/PDF/PensionDocs/madiarrevisedpensionclausearticle.pdf

89 For more information on the Arizona case see: http://www.ilretirementsecurity.org/news?id=0093

% Both lines include normal cost and debt service contributions.
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